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Court of Appeals of the District of Columbia 


No. 6007. 

N. W. Pugh Company, Incorporated, Appellant, 


David Burnet, Commissioner of Internal Revenue. 


Docket No. 48176. | 

I 

N. W. Pugh Company, Inc., Petitioner, 


Commissioner of Internal Revenue, Respondent. 
Appearances: 

For Taxpayer: Frederick L. Pearce, Esq. 

For Comm’r: W. R. Lansford, Esq. 


1930. 

Apr. 

i i 

May 

Jul. 


1932. 

Feb. 

Mar. 

Apr. 

May 


Docket Entries. | 

>. I 

8. Petition received and filed. Taxpayer notified. 

(Fee paid.) j 

9 Copy of petition served on General Counsel. 

24. Motion for extension to 8/8/30 to ainswer filed 

by General Counsel and granted, i 

25. Answer filed by General Counsel. 

28. Copy of answer served on taxpayeif. General 
Calendar. j 

► 

17. Hearing set March 15, 1932. 

15. Hearing had before Mr. Goodrich on merits. 

Briefs due in 60 days. 

14. Transcript of hearing 3/15/32 filed. 

12. Motion for extension to May 21, 1932, to file 
brief filed by General Counsel. 5/12/32 
granted to both parties. 
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v> 


1932 

Mav 21. 

* 

May 21. 

44 28. 

Nov. 4. 

44 5. 

1933. 

Feb. 3. 

44 3. 

44 3. 

44 3. 

Apr. 3. 

44 3. 

4 4 28. 

44 28. 

Jun. 1. 

44 1 . 

44 23. 

44 29. 


Motion for extension to May 28, 1932, to file 
brief filed by taxpayer. 5/23/32 granted. 

Brief filed bv General Counsel. 

* 

Brief filed by taxpayer. 

Findings of fact and opinion rendered, Mr. 
Goodrich, Div. 11. Judgment will be entered 
for the Commissioner. 

Decision entered, Mr. Goodrich, Div. 11. 

Stipulation for review by Court of Appeals of 
D. C. filed. 

Petition for review to Court of Appeals of D. C. 
with assignments of error filed by taxpayer. 

Proof of service filed. 

Praecipe filed. 

Motion for extension of 30 days to complete the 
record filed bv taxpaver. 

V 1 V 

Order extending time to May 4, 1933, to pre¬ 
pare evidence and transmit record entered. 

Motion for extension of 30 days to complete the 
record filed bv taxpaver. 

Order enlarging time to June 3,1933, for prepa¬ 
ration of evidence and deliverv of record 

% 

entered. 

Motion for extension of 30 days to complete the 
record filed by taxpayer. 

Order enlarging time to July 3, 1933, for prepa¬ 
ration of evidence and delivery of record en¬ 
tered. 

Agreed statement of evidence lodged. 

Agreed statement of evidence approved and or¬ 
dered filed. 



3 
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[Stamp:] United States Board of (Tax Appeals. 

Filed Apr. 8,1930. 

United States Board of Tax Appeals. 

Docket No. 48176. 

N. W. Pugh Company, Inc., Petitioner, 


Commissioner of Internal Revenue, Respondent. 

I 

Petition. 

The above-named petitioner hereby petitions for a re- 
determination of the deficiencies set forth by (the Commis¬ 
sioner of Internal Revenue in his notice <|>f deficiency 
(IT-AR-C-7-SSB-60D) dated February 8,19^0, and as a 
basis of this proceeding alleges as follows: 

1. The petitioner is a corporation, incorporated under 
the laws of the State of Virginia in 1915 under the name of 
the Hancock Dry Goods Company, which name Was changed 
to N. W. Pugh Company, Inc., on March 13, 1926, with prin¬ 
cipal office at 35 Campbell Avenue, Roanoke, Virginia. 

2. The notice of deficiency (a copy of which is attached 
and marked Exhibit A) was mailed to the petitioner on 
Februarv 8, 1930. 

3. The taxes in controversy are corporation itacome taxes 
for the calendar years 1926 and 1927 and for the fiscal year 
ended January 31, 1929 and for $4,182.25. 

4. The determination of tax set forth in the said notice 
of deficiency is based upon the following errors j: 

(a) The Commissioner erred in failing to detprmine that 
the petitioner is entitled to the same basis for exhaustion 
of certain leases as the old N. W. Pugh Company, from 
which the petitioner in 1926 acquired the leased for the is¬ 
suance of stock in a reorganization. 

3 (b) The Commissioner erred in failing to allow 

as a deduction from income any amount for exhaus¬ 
tion of the said leases in the calendar years 192^ and 1927, 
in the fiscal period January 1 to 31, 1928 and ifr the fiscal 
vear ended Januarv 31, 1929. 

(c) The Commissioner erred in failing to alloV a greater 
rate of depreciation upon the second-hand value of fixtures 
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and equipment, acquired in 1926 when the assets were sev¬ 
eral years old, than is allowable upon the cost of similar 
property acquired when new. 

(d) The Commissioner erred in failing to allow an ade¬ 
quate deduction from income for depreciation of fixtures 
and equipment in the calendar years 1926 and 1927, in the 
fiscal period January 1 to 31, 1928 and in the fiscal year 
ended January 31, 1929. 

(e) The Commissioner erred in failing to allow as a 
deduction in computing the net income for the fiscal year 
ended January 31, 1929, an adequate amount of net loss for 
the period January 1 to 31, 1928, by reason of the dis¬ 
allowance of exhaustion for said leases and the allowance 
of inadequate depreciation upon fixtures and equipment in 
the said one month period. 

5. The facts upon which the petitioner relies as the basis 
of this proceeding are as follows: 

(a) The petitioner was incorporated under the laws of 
the State of Virginia in 1915 under the name of the Han¬ 
cock Dry Goods Company. Up to January, 1926, the peti¬ 
tioner conducted a high grade department store in large 
premises (25,000 square feet) on the corner of Campbell 
Avenue, Henry Street and Salem Avenue, Roanoke, Vir¬ 
ginia, held under three leases each of which on January 1, 
1926 had 54 months unexpired term. Its business was not 
flourishing. 

(b) The old N. W. Pugh Company was incorporated 
under the laws of the State of Virginia in 1921. Up to 
January, 1926, this company conducted a medium priced 
department store at 27 Campbell Avenue, Roanoke, Vir¬ 
ginia, in premises (12,000 square feet) one half the size 
of, and only a few doors from, the store of the Hancock 

Dry Goods Company. The two companies were not 
4 substantial competitors. The business of the old 
X. W. Pugh Company was quite successful and in 
January, 1926, it was essential that it acquire larger prem¬ 
ises to conduct its rapidly expanding trade. 

(c) The officers of the old N. W. Pugh Company desired 
to secure the premises occupied by the Hancock Dry Goods 
Company and were willing to pay $50,000.00 bonus for its 
leases. In order to secure the leased premises, the old 
N. W. Pugh Company sent a broker to obtain a proposition 
from the Hancock Dry Goods Company. On January 11, 
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1926, the broker returned with an offer to sell for $253,000 
cash the business of the Hancock Dry Goods (pompany, the 
book value of January 9, 1926, plus a bonus <j)f $50,000.00. 
The purchaser had the option to accept the 4<>tes and ac¬ 
counts receivable at book values or exclude th<^m and apply 
their book values in reduction of the purchas^ price. The 
offer was accepted that day on the basis of Excluding the 
notes and accounts receivable, and a cash binder was paid 
by the buyer. No mention was made of good will in the 
sale and no restriction was placed upon the officers and 
stockholders of the Hancock Dry Goods Company reenter¬ 
ing business. Shortly thereafter the said principal owners 
reopened a department store in Roanoke at a neighboring 
location. 

(d) On the morning of January 12, 1926, thje old N. W. 
Pugh Company took immediate possession of |he Hancock 
Store, equipment, merchandise, etc., and begap moving in 
the goods from its store at 27 Campbell Avenue. The two 
stocks of merchandise were consolidated and on January 
20, 1926, the old N. W. Pugh Company advertised in the 
local papers that it was placing on sale the entire stock of 
goods of the Hancock Dry Goods Company. Prom Janu¬ 
ary 12, 1926, the business was conducted as one store by 
the old N. W. Pugh Company. 

(e) Although the negotiations for the purchase of the 
Hancock Dry Goods Company by the old N. W. |Pugh Com¬ 
pany were on the basis of book values January 9, 1926, the 
contract of January 11, 1926, was in form the purchase of 
the entire capital stock. Settlement was made on the fol¬ 
lowing basis: 

5 

Agreed purchase price. $253,000.00 

Less i 

Accounts Receivable. $86,234.60 

Notes Receivable. 4.511.80 

Account of W. R. Hancock. 2.077.63 

Unrecorded expenses. 1.826.51 

Add’l Income tax 1921-1925. 570.74 


Reduction of Purchase Price. 95,221.28 

Purchase price . $157,778.72 

The above purchase price was paid by the Nj W. Pugh 
Company, $50,000.00 in cash, $50,000.00 in a n<j)te due in 
four months, and the balance of $57,778.72 in a note due in 
six months from January 11, 1926. These notes were paid 
in full by the N. W. Pugh Company. 
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(f) The assets of the Hancock Dry Goods Company 
taken over by the N. W. Pugh Company between January 
12 and 14, 1926, were entered upon the books of the latter 
company at the book values January 9, 1926, as follows: 


Assets acquired: 


Cash on hand. 

Cash in bank. 

Merchandise Inventory. 

Furniture & Fixtures..;. $39,125.92 

Less Reserve for Depreciation. 29.723.65 


Wax Figures.. $213.75 

Less Reserve for Depreciation. 32.96 


Rugs, Carpets, etc... SSI7.44 

Less Reserve for depreciation. 238.42 


Delivery Equipment (Autos). $1.049.50 

Less Reserve for Depreciation. 65.59 


Roanoke Highway Impvt Bond 

Unexpired Insurance. 

Unexpired License. 


$1,965.09 

2.081.04 

141,684.56 


9.402.27 


ISO.79 


579.02 


983.91 

1.000.00 

1.088.00 

389.04 


Subtotal 


$159,353.72 


6 Subtotal (brought forward). $159,353.72 

Liabilities Assumed: 

Notes Payable. $30.000.00 

Accounts Payable. 18.918.68 

Expenses Accrued (Unrecorded). 1.826.51 

Add’l Incomes Taxes (1921 and 1925). 570.74 

- 51.315.93 


Net book value of assets taken over. S10S.037.79 

Purchase price paid. 157.778.72 

Cost and value of leases acquired. $49.740.93 


The excess of the purchase price paid, over the book value 
of the assets acquired, was entered upon the books of the 
N. W. Pugh Company as the cost of the leases acquired. 
The values at which the assets were entered upon the books 
represented the fgir market values of the said respective 
assets on January 11, 1926. 

(g) On January 19, 1926, a contract was entered into be¬ 
tween the Hancock Dry Goods Company, its (former) stock¬ 
holders W. R. Hancock and A. N. Clay, and the N. W. Pugh 
Company, Inc., assigning all the notes, bills, and accounts 
receivable of the first party to the said individuals and 
authorizing them to collect the same and keep the proceeds. 
This step completed the liquidation of the said Hancock 
Drv Goods Company, pursuant to the contract of January 
11,* 1926. 
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(h) After a time it was decided that the business could 
be more advantageously conducted under the charter of the 
Hancock Dry Goods Company secured in 191o than under 
the N. W. Pugh Company charter secured in 1921. Accord¬ 
ingly, the N. W. Pugh Company conveyed ajl its assets, 
including those acquired on January 11th, to the Hancock 
Dry Goods Company on or about February 13, 1926, for 
stock to be issued to the former’s stockholders, and the 
N. W. Pugh Company was dissolved on that date. 
7 (i) On February 19, 1926 the Hancock Dry Goods 

Company applied to the state for pejrmission to 
change its name to N. W. Pugh Company, Incl, and to in¬ 
crease its capital stock. The change of name vias recorded 
March 13, 1926, and the permission to issuk the stock 
granted March 16, 1926. The stock of the newly named 
company was exchanged share for share with the stock¬ 
holders of the dissolved N. W. Pugh Company. | 

(j) The petitioner in its original returns claimed a de¬ 

duction for exhaustion of the said leases based upon the 
cost thereof to the old N. W. Pugh Company pn January 
11, 1926, of $49,740.93. In the determination of the de¬ 
ficiencies alleged in this proceeding the Commissioner has 
allowed no deduction whatever from income for! exhaustion 
of the said leases. j 

(k) The bonus paid on January 11, 1926, fbr the said 
leases is properly allocated to each lease as follows: 


Monthly 

Lessor. rental. 

S. H. Heironimus. .. $300.00 

J. D. Kirk. 300.00 

W. V. Kirk. 140.00 


Ratio of 
value. 

15/37 

15/37 

7/37 


Allocation Months) Monthly 
of bonus. unexpire<(I. exhaustion. 


$20,165.24 

20,165.24 

9,410.45 


54 

54 

54 


Total. $740.00 37/37 $49,740.93 


$373.43 

373.43 

174.27 

$921.13 


The J. D. Kirk lease was renewed for 15 yjears from 
October 1, 1926. The unexhausted bonus for this lease as 
at October 1, 1926, of $16,804.37 has been allocated on a 15 
year basis thereafter. The proper deduction fr<pi income 
for exhaustion of the said leases in the periods ijinder con¬ 
sideration is as follows: 

Exhaustion. 


Period 

January 1 to 31, 

Lessor. 1926. 1927. 1928. 

S. H. Heironimus. $4,481.16 $4,481.16 $373.43 

J. D. Kirk. 3,640.95 1,120.32 93.36 

W. V. Kirk. 2,091.24 2,091.24 174.27 


Total Exhaustion. $10,213.35 $7,692.72 $641.06 


Fiscal year 
1/31/29. 

$4,481.16 

1,120.32 

2,091.24 

$7,692.72 









8 


N. W. PUGH COMPANY VS. 


8 (1) In the determination of the deficiencies alleged, 

the Commissioner has allowed deductions from in¬ 
come for depreciation as follows: 


Year. Allowed. 

1926 . $3,597.02 

1927 . 3,795.29 

Jan., 1928 . 329.12 

F. Y. 1/31/29. 5,007.67 


(m) In computing the depreciation allowed, the Com¬ 
missioner has not given consideration to the prices paid 
by the old N. W. Pugh Company on January 11, 1926, for 
the furniture and equipment acquired from the Hancock 
Dry Goods Company, and the rates employed are inade¬ 
quate for second-hand property several years old when 
acquired. The petitioner is entitled in each period to a 
substantially larger deduction from income for deprecia¬ 
tion sustained. 

(n) In computing the net income for the fiscal year ended 
Jan. 31,1929, in the deficiency notice, the Commissioner has 
allowed a net loss for the month of January, 192S, of 
$238.86. 

(o) The net loss for the said one month of January, 1928, 
should be increased for exhaustion of the said leases in the 
sum of $641.06 ajid for additional deduction for deprecia¬ 
tion sustained upon fixtures and equipment. 

Wherefore, the petitioner prays that this Board may 
hear the proceeding and determine that: 

(1) The petitioner is entitled to the value of $49,740.93 
as the basis for exhaustion of the leases in question; 

(2) That exhaustion for said leases is deductible from in¬ 
come in each period as alleged in paragraph (5) (k) above; 

(3) That the petitioner is entitled to additional deduction 
from income for depreciation of fixtures and equipment in 

each period; and 

9 (4) That a greater amount of net loss for the 

month of January, 1928, is deductible in computing 
income for the fiscal year ended Januarv 31,1929. 

FREDERICK L. PEARCE, 

Counsel for Petitioner , 

815 15 th Street N. W., 

Washington , D. C. 
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Of Counsel: 

KIX MILLER, BAAR & MORRIS, 

Washington, D. C. 

LESLIE A. KIMBLE, C. P. A., 

Roanoke, Virginia. 

10 State of Virginia, 

County of - ss: 

N. W. Pugh, being duly sworn, says that he!is the Presi¬ 
dent of the N. W. Pugh Company, Inc., the petitioner corp¬ 
oration above named, and that he is duly authorized to 
verify the foregoing petition; that he has rciad the said 
petition and is familiar with the statements contained 
therein; and that the facts stated are true, td the best of 
his knowledge, information, and belief. 

(Signed) N. Nf. PUGH. 

i 

Subscribed and sworn to before me this 7th day of April, 
1930. 

(Signed) J. S. MOOl^AW, 

Notary Public . 

[seal.] 

11 Exhibit A. 

IT :AR :C-7. SSB-60D. 

Fell). 8, 1930. 

j 

N. W. Pugh Company, Incorporated, 

35 Campbell Avenue, 

Roanoke, Virginia. 

Sirs: 

In accordance with Section 274 of the Revenue Act of 
1926 and Section 272 of the Revenue Act of 1928, you are 
advised that the determination of your tax liabijitv for the 
calendar years 1926 and 1927, the period January 1 to 
January 31,1928 and the fiscal year ended January 31,1929 
discloses a deficiency of $4,182.25 as shown in th^ statement 
attached. 

The sections of the laws above mentioned al]ow you to 
petition the United States Board of Tax Appeals within 

2—6007a 



10 


N. W. PUGH COMPANY VS. 


sixty days (not counting Sunday as the sixtieth day) from 
the date of the mailing of this letter for a redetermination 
of your tax liability. 

However, if you do not desire to petition, you are re¬ 
quested to execute the inclosed Form 866 and forward both 
original and duplicate to the Commissioner of Internal 
Revenue, Washington, D. C., for the attention of IT:C:P-7. 
The signing of this agreement form will expedite the clos¬ 
ing of your returns by permitting an early assessment of 
any deficiencies and preventing the accumulation of interest 
charges, since the interest period terminates thirty days 
after filing the agreement form, or on the date assessment 
is made, whichever is earlier; whereas if no agreement is 
filed, interest will accumulate to the date of assessment of 
the deficiencies. 

Respectfully, 

ROBT. H. LUCAS, 

Commissioner. 

By-, 

Deputy Commissioner. 


Inclosures: Statement, Form 866, Form 882. 

12 Statement. 

IT : AR : C-7. SSB-60D. 


In re N. W. Pugh Company, Incorporated, 35 Campbell Avenue, Roanoke, 

Virginia. 


Tax Liability. 


Corrected tax 


Year, i liability. 

1926 .!. $10.709.11 

1927 ' 7 792 88 

Period January 1 to 31,1928. None 

Fiscal year ended January 31. 1929. 5.533.52 


Tax previously 
assessed. 

$9,007.51 

6.459.13 

None 

4.386.62 


Deficiency. 

$1,701.60 

1,333.75 

None 

1.146.90 


Total 


$24,035.51 S19.S53.26 S4.1S2.25 


Reference is made to the report of the Internal Revenue 
Agent in Charge, Richmond, Virginia, for the years 1926, 
1927 and period January 1 to 31, 1928, and to your protests 
dated June 21, 1929, and August 23, 1929. 

Careful consideration has been accorded your protests 
in connection with the agents findings and the report on 
the conference held with your representatives on August 
14,1929, in the office of the Agent in Charge and conference 
held in the office on November 18, 1929. The recommenda- 
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tions of the agent as a result of the conference have been 
approved by this office. 

Your contentions relative to depreciation and amortiza¬ 
tion of leasehold value have been denied, a^id your tax 
liability has been computed as follows: 

In compliance with request of your representative, Mr. 
Leslie A. Kimble, the determination of your tax liability 
for the fiscal year ended January 31, 1929, h^s now been 
included. 

1926. 


Net income disclosed by books. .. S64.730.24 

13 Brought forward. $64,730.24 

Additions: 

1. Donations.. S02.00 

2. Premium on life insurance. 682.50 

3. Excessive depreciation. 2,429.90 

4. Rent disallowed. 10,153.54 

5. Accrued salaries adjusted. 633.00 

6. Post Office claims. 24.78 

Total. $79,455.96 

Deductions: 

7. Salary adj ustmen t. $106.97 

8. Inventory adjustment. 22.27 

- 129.24 

Net income adjusted. $79,326.72 


Explanation of Changes. 

1. Donations are not allowable deductions from income. 
Article 562, Regulations 69. 

2. Premiums paid on life insurance covering the life of 
an officer, the corporation being the beneficiaryi are not al¬ 
lowable deductions. Article 581, Regulations 69. 

3. Depreciation has been adjusted in accordance with 
Article 161, Regulations 69 and Exhibit J of the agent’s 
report, a copy of which has been furnished you. 

Depreciation claimed. $6,026.92 

Amount allowed . 3,597.02 

Disallowed . $2,429.90 

4. Amortization of leasehold deducted as reht has been 

disallowed in accordance with Article 1574, Regulations 69 

and Schedule 1-A (f) of the agent’s report. 
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5 and 7. Adjustments have been made to correct salary 
accounts so explained in report of agent. Article 24, Regu¬ 
lations 69. 

6. Claims applicable to income but charged to surplus ac¬ 
count on books have been adjusted. Article 24, Regula¬ 
tions 69. 

14 8. Closing inventory has been adjusted in accord¬ 

ance with Article 1612, Regulations 69. 

Computation of Tax. 

Net income adjusted, subject to tax: at 13% per 


cent . $79,326.72 

Amount of tax at 13% per cent. 10,709.11 

Tax previously assessed. 9,007.51 


Deficiency in tax. $1,701.60 


1927. 


Net income disclosed by books. $46,274.14 

Additions: 

1. Donations . 639.00 

2. Premiums on life insurance. 932.30 

3. Excessive depreciation. 2,426.00 

4. Rent disallowed. 7,453.56 


Net income adjusted.. $57,725.00 


Explanation of Changes. 

1. See Item 1 for prior year. 

2. See Item 2 for prior year. 

3. See Item 3 for prior year. 

4. See Item 4 for prior year. 

Computation of Tax. 

Net income adjusted, subject to tax at 13% per 


cent . $57,725.00 

Amount of tax at 13% per cent. 7,792.88 

Tax previously assessed. 6,459.13 

Deficiency in tax. $1,333.75 

















DAVID BURNET, COMMR. OF INT. REVENUE. 13 

15 One-month Period Ended January 31 \ 1928. 

Net income reported on return.($1,067.88) 

Add: 

1. Excessive depreciation .$207 

2. Amortization of leasehold. 621.^3 829.02 

_i _ 

Net loss as adjusted.($238.86) 



Explanation of Changes. 

1 and 2. See explanation under (3) and (4) for 1927. 


Computation of Tax. | 

Net loss as adjusted. 

Taxable . 

Tax previously assessed . 

Fiscal Year Ended January 31, 1929. 


(238.86) 

None 

None 


Net income reported on return.$36,555.16 

Add: 

I 

1. Leasehold charged off.$7,453.56 

2. Excessive depreciation . 2,665.30 10,118.86 

Net income as adjusted .J $46,674.02 


Explanation of Changes. 

1. See Explanation 4 for 1926. 

2. See Explanation 3 for 1926. 

Computation of Tax. 

Net income as adjusted.$46,674.02 

Less: 

Net loss for one month, period ended Janu¬ 
ary 31, 1928 .| 238.86 

$46,435.16 


Balance subject to tax 
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16 Income tax at 12 percent for eleven months 


(1928 rate) .$5,107.87 

Income tax at 11 per cent for one month (1929 
rate . 425.65 


Total tax assessable.$5,533.52 

Tax previously assessed .. 4,386.62 


Deficiency .$1,146.90 


The tax rate for 1929 has been reduced to 11 per cent in¬ 
stead of 12 per cent in accordance with Ruling IX-1-4494, 
Page 14, Internal Revenue Bulletin No. 1, Volume 9 dated 
January 6, 1930. 

A copy of this letter has been mailed to your representa¬ 
tive, Mr. Leslie A. Kimble, Colonial National Bank Build¬ 
ing, Roanoke, Virginia, in accordance with the authority 
conferred upon him in the power of attorney executed by 
vou and on file with this office. 

nc-2 


17 [Stamp:] United States Board of Tax Appeals. 

Filed Jul. 25, 1930. 

United States Board of Tax Appeals. 

Docket Number 48176. 

N. W. Pugh Company, Incorporated, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Answer. 

The Commissioner of Internal Revenue, by his attorney, 
C. M. Charest, General Counsel, Bureau of Internal Rev¬ 
enue, for answer to the petition of the above-named tax¬ 
payer, admits and denies as follows: 

1. Admits that the petitioner is a corporation and denies 
the remainder of the matter set forth in Paragraph 1 of the 
petition. 

2. & 3. Admits the allegations contained in Paragraphs 2 
and 3 of the petition. 
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I 

4. Denies that he erred in determining the tax set forth 
in said notice of deficiency and further denies tfiat he erred 
as alleged in Paragraphs 4(a) to 4(e) of the petition. 

5 (a) to (i). Denies any knowledge or information 
sufficient to form a belief as to the truth of the| allegations 
contained in Paragraphs 5(a) to 5(i) of the petition and 
therefore denies the same. 

5 (j) to (m). Denies the matter set forth in paragraphs 
5(j) to 5(m) of the petition. 

5 (n). Admits the matter set forth in Paragraph 5(n) 
of the petition. 

5 (o). Denies the matter set forth in Paragraph 5(o) of 
the petition. 

6. Denies generally and specifically each and every alle¬ 
gation contained in taxpayer’s petition not hereinbefore 
admitted, qualified or denied. 

Wherefore it is prayed that the taxpayer’s appeal be 
denied. 

(Signed) C. M. CHAPELT, 

General Counsel, 
Bureau of Internal Revenue. 

Of Counsel: 

L. A. LUCE, 

Special Attorney, 

Bureau of Internal Revenue. 


lal-k 722-31. 

18 27 B. T. A. 

I 

United States Board of Tax Appeals. 
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Promulgated November 4, 1932. 

Where a corporation purchases the capital stick of am 
other, cost basis of assets of second company retnains un¬ 
changed, even though second company is reorganized and 




16 


N. W. PUGH COMPANY VS. 


purchasing corporation transfers its assets to the second 
company and dissolves. 

F. L. Pearce, Esq., for the petitioner. 

W. R. Lansford, Esq., for the respondent. 

This proceeding involves the redetermination of deficien¬ 
cies in income tax for 1926 of $1,701.60, for 1927 of $1,333.75 
and for the fiscal year ended January 31, 1929, of $1,146.90. 
The issue is whether petitioner is entitled to an annual 
deduction on account of exhaustion of leaseholds and, if 
so, in what amount. We are asked also to determine the 
amount of such deduction applicable to the taxable period 
consisting of the month of January, 1928, and to increase 
accordingly the net loss sustained in that period. 

Findings of Fact. 

N. W. Pugh Company, Inc. (hereinafter called “old Pugh 
company”) was organized under the laws of Virginia in 1921 
and until its dissolution was engaged in the department store 
business in Roanoke. It operated a so-called popular priced 
store—all sales cash, no charge accounts, cut price sales and 
quick turnover. The Hancock Dry Goods Company 
19 was organized under the laws of Virginia in 1915 
and thereafter was engaged in the department store 
business in Roanoke. Its store was located in the same 
block as that of the old Pugh company but was a so-called 
exclusive store, catering to a high grade trade, largely on 
charge accounts. Because of the difference in their 
methods of operation and the types of trade attracted, the 
concerns were not substantially competitors. The Hancock 
store occupied a building twice the size of that occupied by 
the Pugh store under leases which it had acquired without 
cost, so far as disclosed by this record. 

During 1925 it became apparent that the old Pugh com¬ 
pany needed more room for its business. Negotiations for 
suitable building two doors away failed because the par¬ 
ties could not meet on the price. The only other suitable 
building in the block was that occupied by the Hancock 
company. Several times during the year representatives 
of the old Pugh company approached Hancock, attempt¬ 
ing to secure possession of the premises by purchase of the 
leases. Early in January, 1926, the old Pugh company 
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renewed its inquiry through a real estate agent named 
Franklin, who reported with an offer for the sale of the 
assets of the Hancock business at a price ^ased upon 
present inventory, either with or without notes and ac¬ 
counts receivable. This offer was accepted on January 9, 
1926, upon completion of the inventory of t^ie Hancock 
store merchandise, the notes and accounts receivable be¬ 
ing retained by Hancock, the accounts payabl^ being as¬ 
sumed by the old Pugh company. The excess |of the pur¬ 
chase price over the market value of the tangible assets 
of tlie Hancock company was $49,740.93. This was set up 
on the books as a leasehold value. The market value of the 
leases held by the Hancock company, at that time having 
unexpired terms of 54 months, was $50,000. The good will 

of the Hancock company was not purchased. 

20 Immediately upon reaching an agreement with the 

Hancock company the representatives of the old 
Pugh company took possession of the Hancock store and 
merchandise. The Hancock store was closed jfor a time 
while the Pugh employees and department managers came 
in to price and arrange stock for a sale which jvas adver¬ 
tised and held within a fortnight. Various iteihs of mer¬ 
chandise stock were transferred from one store to the 
other and intermingled. The president of the old Pugh 
company moved his office to the Hancock building, and from 
there directed the business of both stores. Within a few 
days after January 9th the leases under which thje Hancock 
building was held were examined and it was idiscovered 
that one of them contained a clause against transfer. While 
public announcement had been made of the purchase of the 
Hancock business and the fact that the old Puglji company 
was in possession, no complaint was made by j:he lessor. 
However, it was deemed advisable to avoid an^ possible 
difficulty on that score and, for that reason, tljie written 
contract covering the transaction, which was dr^wn up by 
Franklin and dated January 11, 1926, treated th4 purchase 
as one of capital stock of the Hancock compinv. The 
minutes of the old Pugh company show that at la meeting 
on January 12, 1926, the directors agreed to purchase the 
capital stock of the Hancock company, and the same fact is 
recited in a supplemental agreement between the par¬ 
ties under date of January 19, 1926, which assigjns to cer- 
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tain individuals the accounts receivable of the Hancock 
company. To carry out this procedure the old Pugh com¬ 
pany transferred all its assets to the Hancock company and 
was dissolved on February 19, 1926. At the same time the 
authorized capital of the Hancock company was increased 
and its name changed to N. W. Pugh Co., Inc. (hereinafter 
called new Pugh company). It is the petitioner here. 
Thereafter it issued its stock to the former stockholders 
of the old Pugh company share for share with their former 
holdings. 

21 The Hancock interests thereafter organized a new 
corporatioh under their old name, opened a new store 
and engaged in business as before. The new Pugh company 
obtained renewals of its leases at advanced rentals, with 
one except ion, the J. U. Kirk lease, which was extended. 

Upon its return for the taxable periods before us peti¬ 
tioner deducted various amounts on account of exhaustion 
of its leaseholds. Respondent has disallowed these claimed 
deductions and that action gives rise to the deficiencies 
herein contested. 


0 pinion. 

Goodrich: Petitioner’s claim is bottomed upon section 
234 (a) (7), Revenue Act of 1926, and section 23 (k), Reve¬ 
nue Act of 192S, which permit as a deduction from gross 
income “a reasonable allowance for the exhaustion * * * 
of property used in * * * business.” It is not denied 
that the leases \Vere used in business or that they were 
subject to exhaustion. The question here is whether there 
is a basis for exhaustion of these leases under section 204 
(a), Revenue Act of 1926, which provides that such basis, 
for property acquired subsequent to March 1, 1913, shall 
be its cost. Petitioner contends that the cost of these leases, 
and therefore the basis for computing the deduction for 
their exhaustion over their remaining term of 54 months, 
is $49,740.93. Respondent contends that the leases have no 
cost basis for the reason that they were acquired in the first 
instance by the Hancock company without cost, that they 
remained the property of that company, unaffected by the 
purchase of its capital stock and that the transaction gave 
rise to no new basis whereby a revaluation of the company’s 
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assets was permissible for the purpose of computing* ex¬ 
haustion allowance for existing leases. In short, he con¬ 
tends that the intervening events were of no conse¬ 
quence. 

22 We agree with respondent. It is apparent that 
petitioner desired and intended to purchase the 

leases, and that it agreed to purchase all of tljie assets of 
the Hancock company, except those specifically excepted, 
in order to accomplish its purpose. But it was! discovered 
that one of the leases could not be transferred aiid that fact 
prevented consummation of the sale of assets. Possibly the 
consent of the lessor to a modification of the lease which 
would permit of its transfer might have been obtained, but 
it was not. Apparently, neither of the parties was aware 
of the restriction in the lease when the agreement for pur¬ 
chase and sale of the assets was made and, because of that 
mutual mistake respecting the possibility of making valid 
delivery of the assets, the first agreement was rescinded and 
a new contract made covering the purchase and sale of the 
capital stock of the Hancock company. That second agree¬ 
ment was carried out and the transaction before us is 
plainly a purchase by the old Pugh company of all the capi¬ 
tal stock of the Hancock company, which gives rise to no 
new basis for the leaseholds owned by the latter corpora¬ 
tion. 

It appears also that immediately upon obtaining the first 
agreement, the old Pugh company took possession of the 
merchandise of the Hancock company, and of the store 
premises, and dealt with them as if its own. These activi¬ 
ties continued after the transaction was changed to one of 
purchase and sale of capital stock and included the disposal 
of part of the Hancock merchandise upon sale and inter¬ 
mingling it with the stock of the Pugh company. This, peti¬ 
tioner contends, constituted a liquidation of thb Hancock 
company to its sole stockholder, thus establishing as the 
cost basis for the assets received the cost of tthe capital 
stock. That argument must fall because the restriction 
which prevented the consummation of the first agreement, 
namely, the non-transferability of the lease, likewise pre¬ 
vented a complete distribution of the assets of the Hancock 
company. 

23 Finally petitioner urges that the recapitalization 
and change of name of the Hancock company effected 
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a reorganization, that the transfer of its assets and the dis¬ 
solution of the old Pugh company effected a merger, and 
that, as a consequence, a new basis was established for the 
assets in the hands of the new Pugh company, this peti¬ 
tioner. In other words, it contends that the sum paid for 
the capital stock in excess of the book value of the Han¬ 
cock assets was paid for the leases, and in the merger car¬ 
ried over as the cost basis of the leases. Assuming that a 
reorganization and merger were accomplished, it does not 
follow that the basis for the leases was thereby changed. 
Ownership of the leases did not change, it remained in the 
Hancock company and was unaffected when by change of 
name and recapitalization, that company was reorganized 
to become this petitioner. The assets of the old Pugh com¬ 
pany, on the other hand, were brought into petitioner in the 
merger, presumably in consideration of the exchange of 
petitioner’s stock for the stock of the old Pugh company. 
Doubtless, these additional assets increased the value of 
petitioner’s stock, but the stockholders are not before us. 
There was no additional cost to petitioner of the assets, 
including the leases, which it theretofore owned whether 
under the old name or the new, nor was their value in¬ 
creased and, as we are not concerned with the cost of value 
of the assets of the old Pugh company, we see no reason 
upon which to bottom a finding that the merger effected a 
change in basis of the Hancock leases or other assets. 

Judgment will be entered for the respondent . 

24 United States Board of Tax Appeals, Washington. 

Docket No. 48176. 

N. W. Pugh Company, Inc., Petitioner, 


v. 

Commissioner of Internal Revenue, Respondent. 

Decision. 

Pursuant to the determination of the Board, as set forth 
in its report promulgated November 4, 1932, it is 
Ordered and decided that there are deficiencies as fol¬ 
lows: 
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Year 1926 . $1,701.60 

Year 1927 . $1,333.75 

Fiscal year ended January 31, 1929 . $1,146.90 

Enter. 

[Seal U. S. Board of Tax Appeals.] 

Entered Nov. 5, 1932. 


(Signed) 


EDGAR J. GOODRICH, 

Member . 


[Stamp:] United States Board of Tax Appeals. 

Filed Feb. 3, 1933. 


United States Board of Tax A 


tVppeajs 


Docket No. 48176. 


N. W. Pugh Company, Inc., Petitioner, 


Commissioner of Internal Revenue, Respondent. 

Agreement for Revieiv by the Court of Appeals of the 

District of Columbia. 

It is agreed between the parties to these proceedings by 
their respective undersigned attorneys, that, pursuant to 
Section 1002 (d) of the Revenue Act of 1926, the decision 
of the United States Board of Tax Appeals in the above- 
named proceedings may be reviewed by the Court of Ap¬ 
peals of the District of Columbia. 

FREDERICK L. PEARCE, 

Counsel for Petitioner, 

American Security Bldg., 

Washington, D. C. 

C. M. CHAREST, 

General Counsel, 

Bureau of Internal Revenue, 

Attorney for Commissioner . 
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26 [Stamp:] United States Board of Tax Appeals. 

Filed Feb. 3, 1933. 

United States Board of Tax Appeals. 

Docket No. 48176. 


N. W. Pugh Company, Inc., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Petition for Revieiv by the Court of Appeals of the District 

of Columbia. 


The petitioned seeks a review by the Court of Appeals 
of the District of Columbia, of a decision bv the United 

7 v 

States Board of Tax Appeals rendered November 5, 1932, 
determining deficiencies in petitioner’s income taxes aggre¬ 
gating $4,182.25 for the calendar years 1926 and 1927 and 
the fiscal year ended January 31, 1929. The basis for this 
petition is: 

I. 


The petitioner is a corporation organized under the laws 
of the State of Virginia in 1915, originally under the 
27 name of the Hancock Dry Goods Company. Its prin¬ 
cipal office since organization has been in Roanoke, 
Virginia. 

It has been agreed in writing between the petitioner and 
the respondent, pursuant to Section 1002 (d) of the Reve¬ 
nue Act of 1926, that the aforesaid decision of the Board 
of Tax Appeals may be reviewed by the Court of Appeals 
of the District of Columbia. 


II. 

Nature of the Controversy. 

This proceeding involves the determination of the taxable 
income of the petitioner for the calendar years 1926 and 
1927, for the one month fiscal period of January 1928 (in 
which a net loss was sustained), and for the fiscal year 
ended January 31,1929. 
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The issue is whether the petitioner is entitled to deduct 
from its income any amount for the annual exhaustion of 
certain leases. If there was a cost basis to fie petitioner 
for these leases the deductions follow as a matter of com¬ 
putation. The Commissioner determined that the lease¬ 
holds had no cost basis to the petitioner. The Board sus¬ 
tained the Commissioner. 

28 The leaseholds were acquired under the following 
circumstances as found by the Board. The N. W. 

Pugh Company (old) required more space; and the Han¬ 
cock Dry Goods Company had the desired space under three 
leases. On January 9,1926 the old Pugh Company accepted 
an offer to buy out the Hancock Company at a price $49,- 
470.93 in excess of the market value of the tangible assets. 
This sum was set up on the books as a leasehold value. 
The leases held by the Hancock Company had a market 
value of $50,000 at that time. The old Pugh Company im¬ 
mediately took possession of the merchandise and store 
premises of the Hancock Company and deali; with them 
as its ow T n. 

Within a few days after January 9th, it wajj discovered 
that one of the said three leases restricted transfer (with¬ 
out consent of the lessor). Although there w^s ample no¬ 
tice that the old Pugh Company was in possession of the 
Hancock premises, no complaint was ever madS by the les¬ 
sor. The written contract concerning the transaction, dated 
January 11, 1926, treated the purchase as one of capital 
stock of the Hancock Company. Thereafter tike old Pugh 
Company continued as before in possession of the merchan¬ 
dise and premises of the Hancock Company, anjl dealt with 
them as its own until February 19th. j 

29 On February 19, 1926 the Hancock Company char¬ 
ter was amended, its capital stock increased, and its 

name changed to N. W. Pugh Company, Inc. (ndw). At the 
same time the old Pugh Company transferred all the assets 
(that remained unsold) to the new Pugh Company and sur¬ 
rendered its charter. The new stock was distributed to the 
former stockholders of the old Pugh Company share for 
share for their former holdings in that company. 

Although finding all these basic facts, the Board refused 
to conclude that there was any acquisition in January 1926 
by the old Pugh Company of any interest in tqe Hancock 
premises or leases to which the payment of $49,740.93 could 
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be assigned as cost. The Board’s refusal is specifically 
based upon the restriction against transfer in one of the 
three leases; no finding is made with respect to acquisition 
of the other two leases which were admittedly transferable 
without restriction. The Board in effect concludes that no 
interest in the premises passed from the Hancock Company 
to the old Pugh Company in January 1926, when the latter 
accepted the former’s offer to sell and took possession of 
the premises. The Board’s decision inferentiallv holds that 
the petitioner (the new Pugh Company) acquired nothing 
on February 19, 1926 when the old Pugh Company surren¬ 
dered possession of the premises and its interest in the 
leases to the new company. 

30 It is the taxpayer’s contention that lawful posses¬ 
sion of theiHancock premises (the valuable attribute 

of the lessee’s interest in any lease) passed to the old Pugh 
Company in January 1926. Even if that possession was 
subject to defeasance as to one lease, the restriction was 
never enforced; and as to the other two leases no defeas¬ 
ance was possible. The sum of $49,740.93 paid (in excess 
of the value of the other assets taken over) was the cost 
to the old Pugh Company of its interest in the premises 
acquired in January 1926 in the manner described. 

On February 19, 1926, the possession of the premises and 
its interest in* the leases was conveyed by the old Pugh 
Company to the new Pugh Company. This was an acquisi¬ 
tion by the petitioner (the new Company) of a valuable 
asset it did not then have and is the basis for the exhaus¬ 
tion deduction claimed. The possession continued for the 
entire term of the said leases (54 months) and the sum 
paid by the old Pugh Company to acquire that possession 
should be exhausted over that term. 

III. 

Assignments of Error. 

The petitioner assigns as error the following acts and 
omissions of the Board of Tax Appeals: 

31 1. The failure to allow to petitioner any deduction 
from income on account of exhaustion of the interest 

in the Hancock premises acquired on February 19, 1926. 

2. The failure to find a cost basis to the petitioner of 
$49,740.93, or any sum, for the interest in the premises 
acquired on February 19, 1926. 
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3. The failure to find that the old Pugh pompany ac¬ 
quired a valuable interest in the Hancock premises in Jan¬ 
uary 1926, and that the petitioner acquired that interest 
from the old Pugh Company on February 19l, 1926. 

4. The failure to increase the net loss for the month of 
January 1928 by the amount of said deduction for exhaus¬ 
tion. 

FREDERICK L. PEARCE, 

GEORGE M. MORRIS, 

Counsel for Petitioner, 

American Security Bldg., 

Washington, D. C. 

32 District of Columbia, ss: 

Frederick L. Pearce, being first duly sworp, says that 
he is counsel of record for petitioner in the pbove-named 
cause; that as such counsel he is authorized to verify the 
foregoing petition for review; that he has read the said 
petition and is familiar with the statements contained 
therein; and that the statements made are true to the best 
of his knowledge, information and belief. 

FREDERICK L. PEARCE. 

Subscribed and sworn to before me this 3rd day of Feb- 
ruarv, 1933. 

(Signed) BEATRICE G. McGRAW, 

Notary Public. 

33 [Stamp:] United States Board of Tax Appeals. 

Filed Feb. 3, 1933. 

United States Board of Tax Appeals. 

Docket No. 48176. 

i 

N. W. Pugh Company, Inc., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Notice of Filing Petition for Review. 

To C. M. Charest, 

General Counsel, 

Bureau of Internal Revenue, 

Washington, D. C.: | 

Please take notice that we have filed on the &rd day of 
February, 1933, with the Clerk of the United States Board 

4—6007a 
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of Tax Appeals at Washington, D. C., a petition for review 
by the Court of Appeals of the District of Columbia of the 
decision of the Board heretofore rendered in the above- 
entitled cause. A copy of the petition for review and the 
assignments of error and praecipe as filed is hereto attached 
and served upon you. 

Respectfully, 

FREDERICK L. PEARCE, 

Counsel for Petitioner , 

905 American Security Bldy., 

; Washington, D. C. 

Personal service of the foregoing notice, together with a 
copy of the petition for review and assignments of error 
and praecipe mentioned therein is hereby acknowledged this 
3rd dav of February, 1933. 

C. M. CHAREST, 

General Counsel , 

Bureau of Internal Revenue, 

Counsel for Respondent. 

34 [Stamp:] United States Board of Tax Appeals. 

Lodged Jun. 23, 1933. 

[Stamp:] Received U. S. Board of Tax Appeals, Jun. 
23, 1933. 

[Stamp:] United States Board of Tax Appeals. Filed 
Jun. 29, 1933. 

Court of Appeals of the District of Columbia. 

B. T. A. Docket No. 48176. 

N. W. Pugh Company, Inc., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Statement of Evidence. 

The following is a statement of evidence in narrative 
form in the above-entitled cause: 

This cause came on for hearing before the Honorable 
E. J. Goodrich, Member of the United States Board of Tax 
Appeals, on March 15, 1932. Frederick L. Pearce appeared 
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for the petitioner and C. M. Charest, General Counsel, 
Bureau of Internal Revenue, and W. R. Lanstord, Special 
Attorney, Bureau of Internal Revenue, appeared for the 
respondent: 

1. The N. W. Pugh Company, Inc. (hereinafter called 
the old N. W. Pugh Co.) was incorporated unider the laws 
of the State of Virginia on February 25, 1921. It was 
under this charter that Mr. Pugh conducted a department 
store in Roanoke up to January, 1926. The minutes of the 
Board of Directors of that company on January 12, 1926, 
authorize and confirm the purchase of 1,500 scares of the 
common stock of the Hancock Dry Goods Corhpany. The 
Hancock Dry Goods Company was incorporated under the 
laws of the State of Virginia on July 26, 1915. 

35 2. Mr. Pugh is president of N. W. Pugh Company, 

Inc., operating a department store in Roanoke, Vir¬ 
ginia. He has been in the department store business since 
1907, employed in every position from stock-bo>| up to pres¬ 
ident, which latter position he has held since 1921. As 
president, he conducted the affairs of the company includ¬ 
ing the purchase of merchandise and frequen|: purchases 
of equipment, and handled the negotiations f<|>r leases of 
store premises. 

3. In 1925 the old N. W. Pugh Company, In(j., operated 
a popular priced department store on a strictly cash basis; 
no retail charge accounts; cut price sales with quick turn¬ 
over. The Hancock Dry Goods Company operated in Roa¬ 
noke an exclusive store, catering to high grade trade on 
charge accounts. Because of the difference in class of trade 
the two stores were not competitors. 

4. At the end of 1925 the old N. W. Pugh Company store 
was very crowded, without enough space to conduct the 
business and no room for expansion. Its building was 25 
by 175 feet, two stories facing one street and three facing 
another street. In 1925 Pugh negotiated for a lease with 
one Spiegel who owned a building two doors aWay, twice 
as large as the old Pugh Building. Pugh offered an an¬ 
nual rental of $25,000; Spiegel wanted $30,000 and that 
matter was dropped. Search was made for another build¬ 


ing. 


36 5. The only other building in the same block that 

was large enough was occupied by the Hajncock Dry 
Goods Company. This was 50 by 175 feet, exactly twice the 
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size of the old Pugh Company building. Pugh gave his first 
consideration to the acquisition of the Hancock Dry Goods 
Company in 1925, with a view to getting additional space 
for the Pugh business. The Pugh business was prosperous. 
Pugh had approached Hancock several times during 1925 
but was unable to get a proposition. Assuming that Han¬ 
cock would have his inventory taken, Pugh sent an agent, 
Franklin, just after the first of the year to get a concrete 
proposition from Hancock. The agent returned with a prop¬ 
osition from the Hancock people w’hich was accepted and 
incorporated in a contract of sale dated January 11, 1926. 
Exhibit 1, attached hereto and made a part hereof. This 
provided for the sale by W. R. Hancock of all the outstand¬ 
ing capital stock of the Hancock Dry Goods Company (1500 
shares) to N. W. Pugh Company, Inc. for $253,000.00, with 
the option in the Pugh Company to transfer to W. R. Han¬ 
cock the notes and accounts receivable of the Hancock Com¬ 
pany at face value and deduct same from the purchase 
price. The said purchase price was to be paid $5,000 in 
cash, upon execution of the contract, $45,000 upon delivery 
of the certificates; etc., $50,000 in sixty days thereafter, and 
the balance in six months (Exhibit 1 made a part 
37 hereof). (The Pugh Company transferred the notes 
and accounts receivable to Hancock by the terms of 
the contract dated January 19, 1926, as set forth in Exhibit 
2 attached hereto and made a part hereof.) 

6. Settlement was made under a memorandum dated Jan¬ 
uary 11, 1926, attached hereto and made a part hereof as 
Exhibit 3. The cash, $50,000, was paid, and the notes listed 
therein were paid in accordance with their terms. The 
book values represented the fair values at that time of the 
items listed in said memorandum. The notes and accounts 
receivable and W. R. Hancock account were transferred to 
W. R. Hancock. The good will of the Hancock business did 
not enter into the purchase consideration; it was of no 
value to the Pugh Company because of the different class of 
business. No restriction was placed upon the Hancock peo¬ 
ple going back into business; and they opened a store just 
around the corner in October, 1926, conducting the same 
kind of business they had in the old building. After the 
Pugh Company acquired the Hancock business, Pugh con¬ 
tinued on a strictly cash business. The liabilities listed in 
said memorandum of settlement were assumed by the Pugh 
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!N. W. Pugh 
t dated Jan- 


Company. The difference between the purchase price paid 
for the stock and the net book value of the assets taken 
over, $49,784.93, represented Mr. Pugh’s opinion of the 
value of the leases held by the Hancock Company. There 
were no other assets, not on this list, taken over except the 
leases. 

38 7. The records show only a direct purchase of the 

stock of the Hancock Company by the 
Company. The only written agreement was th 
uarv 11,1926; it was drawn later than that an<^ dated back; 
that contract superseded any other agreement that had not 
been expressed in writing. It expressed the desires of both 
parties. Pugh started out to secure possession of the leases 
of the Hancock Company; he did not want the stock of 
merchandise as it was a different class from that he han¬ 
dled. The contract was drawn bv the agent, Franklin. 

8. The leases to the Hancock premises werej as follows: 
One lease to a part of the premises (Heronimus) dated Jan¬ 
uary 1, 1920, runs 10% years from that date, at $300 per 
month. A renewal thereof dated November 1$, 1926 runs 
for 15% years from July 1,1930 (the expiration|of the other 
lease) with a monthly rental of $1,750. The renewal cov¬ 
ered the same building and an additional building (adjoin¬ 


ing) of equal size. The building in the first lease 
feet, and in the second both buildings 50x175 feet. 

9. A lease to a second part of the premises 
Kirk) ran from January 1, 1920 to July 1, 19 
per month. This property was 25 by 87% feet. 


was 25x175 


(Dr. J. D. 
[30, at $300 
An exten- 
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sion thereof dated September 30, 1926 carried a ren- 

years from 


remaining 
Mr. Hugh 


tal of $600 per month, for a term of 15 
October 1, 1926. The balance of the term 
in the old lease was taken into consideration b\ 
and Dr. Kirk in fixing the rental in the new lease. 

10. A lease to the third part of the premises (Xf. V. Kirk) 
ran for a term of 10% years from January jl, 1920, at 


October 5, 
[per month. 


$140 per month. An extension thereof dated 
1926 ran for 15 years from July 1, 1930, at $290 
The lessee of the three leases, which ran froijn January 
1, 1920 for a term of 10% years to July 1, 19^0, was the 
Hancock Dry Goods Company; these were the lekses of the 
Hancock store considered in connection with tte sale on 
January 11, 1926; the lessee of the three leases dated Sep- 
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tember 30, October 5, and November 12, 1926, was the 
N. W. Pugh Company, Inc. 

11. Prior to January 11, 1926, Pugh had made a com¬ 
putation of the value of the leaseholds existing on the 
property of the Hancock Dry Goods Company. He knew 
what Hancock was paying on the old leases, from informa¬ 
tion given at a previous time. Pugh had not seen the leases 
and took Mr. Hancock’s word for it. In the opinion of Mr. 
Pugh the leases to the Hancock premises in January 1926 
had a value of $50,000 at that time. This was based upon 
the price being asked for similar property in the 
40 neighborhood, and through his negotiations for simi¬ 
lar leases with other people. The original and re¬ 
newal leases show the following rentals: 


Name. Original. Renewal. 

Heronimus.. $300.00 per month (} 4 ) $875.00 per month 

J. D. Kirk. 300.00 “ “ 600.00 u 

W. V. Kirk. .... 140.00 “ “ 290.00 u 


Totals. |.... $740.00 $1,765.00 


A saving of $1,025.00 per month. The leases existing in 
January, 1926, ran to July 1,1930, a term of 54 months and 
show a total saving (as against the renewal leases) of over 
$55,000. Pugh’s opinion in January, 1926, was not based 
upon the renewal leases but upon rental values of similar 
properties. Ho had offered $25,000 a year for a building 
50 x 175 feet, and other leases were being made at that 
time at $12,000 per year for 25 x 175 foot space. The 50 x 
175 foot building was leased two months later for $25,000 
per year. 

12. The agreement with the Hancock people was reached 
about ten o’clock at night, January 9, 1926. It took until 
then to finish the inventory that appears in the settlement 
statement. Pugh took possession of the property the next 
Monday morning, January 11th, about ten o’clock. Mr. 
Hancock turned over the keys to him at Hancock’s office 
and spent the balance of the day going over the records. 

Hancock announced the sale of the business to his 
41 sales people that evening at closing time. That night 
the Pugh Company department managers came over 
and began to go through the goods preparing to put them 
on sale. At that time Mr. Pugh was not an officer of the 
Hancock Company, and he was acting for the Pugh Com¬ 
pany when he took charge of the property. He locked 
up the store that night, January 11th. 
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13. The next day at opening time Pugh moied his office 
to the Hancock building, with his stenographer, part of his 
office force and sales force. The sales departments in the 
Hancock store were then in charge of the department mana¬ 
gers of the N. W. Pugh Company, who divided their time 
between the two stores, and began taking stock of the Han¬ 
cock merchandise. When the stock-taking vfas finished, 
the Roanoke * ‘World-News’ ’ of January 18, }926 carried 
the announcement “The Hancock Dry Goods Company will 
be closed all day Tuesday and Wednesday \n order to 
remark and arrange stock for sale to begin Thursday morn¬ 
ing,” signed “N. W. Pugh Company.” Th^ store was 
closed for the two days. The sale was run and advertised in 
the newspaper of January 20, 1926 under the heading “The 
N. W. Pugh Company will place on sale the pntire stock 
of the Hancock Dry Goods Company at greatly reduced 

prices for quick disposal, beginning Thursday morn- 
42 ing.” This sale was conducted in tqe Hancock 
building by the N. W. Pugh Company. [There were 
excepted from this sale certain items of the Hancock mer¬ 
chandise of the same kind which the Pugh Company had 
contracted not to cut prices without permission of the man¬ 
ufacturers. They did not want to jeopardize the contracts 
of the N. W. Pugh Company by cutting the pripe of these 
items in the sale of the Hancock merchandise. 

i 

14. Mr. Pugh was acting for the N. W. Pugh Cfompany in 
conducting this sale. In connection with this sale mer¬ 
chandise was carried over from the Pugh store to the Han¬ 
cock store, and from the Hancock store to the Rugh store; 
if any department was short in either store the goods of 
the other were transferred. Mr. Pugh was in possession 
of the Hancock store for the Pugh Company on January 
20. All the assets of the Hancock Dry Goods Company 
listed in the memorandum of settlement (datep January 
11, 1926) were taken over by the Pugh Company in the 
manner hereinbefore stated except the notes and accounts 
receivable and W. R. Hancock’s personal account 

15. The Heronimus lease dated January 1, 1920 and 
running to July 1, 1930, with the Hancock Company, con¬ 
tained, inter alia , the following provisions: 

I 

“and that the said party of the second part pannot as¬ 
sign, transfer or sub-let the said tenement, or any part 
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thereof without the written consent of the party of the 
first part. 

43 “and it is covenanted and agreed between the par¬ 
ties hereto that upon the breach of any of the fore¬ 
going covenants and agreements that all rights of the 
party of the second part shall, at the option of the party of 
the first part, cease and determine; that all rights and in¬ 
terests in said lease shall thereupon cease and terminate 
and that the party of the first part may thereupon, at his 
election, enter upon and repossess said tenement.’’ 

16. The J. D. Kirk and W. V. Kirk leases with the Han¬ 
cock Company contained no such provisions. The first in¬ 
timation that Pugh had of the restriction in the Heronimus 
lease was several days after the purchase was agreed to 
on January 9, 1926. It was published in the newspapers 
that Hancock Company had sold their business to the N. W. 
Pugh Company. Heronimus never called upon Pugh in 
regard to the transfer of the lease, dated January 1, 1920, 
and never raised any objection about the Pugh Company 
running the sale in the Hancock store. Pugh never heard 
any objection from Heronimus in connection with this 
earlier lease. 

17. The Certificate of Dissolution of the old N. W. Pugh 
Company, Inc., was issued by the State of Virginia on Feb¬ 
ruary 19, 1926. Pugh stated as the reasons for the dis¬ 
solution of that icompany the following: at that time there 
were these two corporations in existence and there might 
be some future question as to the lease on the Heronimus 
property, and Pugh as President of the old N. W. Pugh 
Company decided to transfer all of the assets from the old 
Pugh Company to the Hancock Company, and dissolve the 

old Pugh Company, have the Hancock charter 

44 amended to make the capitalization the same as the 
old Pugh Company and have the name changed to 

the N. W. Pugh Company. All of the assets of the N. W. 
Pugh Company,! those that had been taken over from the 
Hancock Company as well as the other assets of the N. W. 
Pugh Company, were to be transferred to the Hancock 
Company upon dissolution of the (old) Pugh Company. 

18. The Board of Directors of the Hancock Drv Goods 
Company on February 5, 1926 voted to change the name of 
the N. W. Pugh Company, Inc., and increase the authorized 
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capital stock from $150,000 to $500,000, and called a stock¬ 
holders’ meeting at which the directors’ action was rati¬ 
fied on February 16, 1926. Application was made to the 
State of Virginia and a Certificate of Amendment of the 
charter of the Hancock Dry Goods Company was issued 
February 19,1926, changing the name to N. W. Pugh Com¬ 
pany, Inc., and changing the authorized capital stock from 
$150,000 to $500,000. (This was on the date df dissolution 
of the (old) N. W. Pugh Company). j 

19. The financial plan of reorganization, filled with the 
State of Virginia, provided for the transfer of all the as¬ 
sets of the (old) N. W. Pugh Company to the Hancock 
Company (now the new N. W. Pugh Company), and the is¬ 
suance of stock to the stockholders, shaj*e for share, 

45 for the stock they held in the old Pugfli Company. 

The said plan and the transfer of the assets became 
effective on February 19, 1926. The stock of the old N. W. 
Pugh Company up to February 19, 1926, andlthe stock of 
the (new) N. W. Pugh Company issued as of February 19, 
1926 in exchange therefor (pursuant to the said plan), was 
all owned bv the same stockholders in the same amounts 
and proportions. 

(Exhibit No. 4, admitted in evidenced as Ex. No. 12, at¬ 
tached hereto and made a part hereof.) 

20. At the time of the formulation of the contract consum¬ 
mated as of January 11, 1926 there was no thought of 
changing the name of the Hancock Dry Goods Company to 
N. W. Pugh Company. Pugh expected to get the Hancock 
leases extended before disposing of the stock of goods. The 
leases had onlv 4 */> vears to run; Pugh wanted an exten- 
si on of another ten years. (The leases on the old Pugh 
Company location had eight years to run.) The first con¬ 
sideration given to the dissolution of the old Pugh Com¬ 
pany was when it was found that it was going to take a 
long time to get extensions of the Hancock leases, probably 
several months. The Hancock merchandise was selling out 
rapidly. Pugh did not want to operate the business under 
the name Hancock, but under his own name. 

21. As some question might come up as to the Heronimus 
lease, the idea was conceived of transferring the assets of 
the old Pugh Company to the new Pugh Company (being 

5—6007a 
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the old Hancock Company which was changed to the 

46 new Pugh Company) and proceed with the new 
charter which eliminated the question on that lease. 

That w’as a few days after Pugh had taken over the Han¬ 
cock business. Pugh was advised that under the procedure 
adopted there would not be any liability for a bonus on the 
lease or anv argument about whether the lease was being 
transferred. 

22. The leasehold value here in controversv was entered 
upon the books of the N. W. Pugh Company after Pugh 
had informed the auditors what had transpired at the sale; 
the auditors set up the accounts the latter part of April or 
the first of May, 1926. The total originally set up on the 
books for leaseholds was $49,740.93. Pugh had instructed 
the auditor in April, before the books were closed, to set 
up the difference between the listed values of the assets 
of the Hancock Company and the purchase price, as the 
value of the leaseholds. 

23. In the deficiency notice in this proceeding the deduc¬ 
tions from income claimed by petitioner for exhaustion 
of the value of the said leaseholds have been disallowed. 

Agreed. 

THE N. W. PUGH COMPANY, 

By FREDERICK L. PEARCE, 

Its Counsel. 

COMMISSIONER OF INTERNAL 
REVENUE. 

Approved and ordered filed this 29th dav of June, 1933. 
(Signed). E. BARRETT PRETTYMAN, 

General Counsel, 

1 Bureau of Internal Revenue, 

His counsel. 

(Sgd.) ! LOGAN HARRIS, 

Member. 

47 U. S. Board of Tax Appeals. Admitted in Evidence 

Mar. 15, 1932. Petitioner’s Ex. No. 1. 

Exhibit 1. 

This contract of sale, made and entered into this 11th 
day of January, 1926, by and between W. R. Hancock, 
through M. C. Franklin, Agent, of Roanoke, Virginia, 
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♦ 

party of the first part, and N. W. Pugh Co., Inb., of Roanoke, 
Virginia, party of the second part, 

Witnesseth: 

That for and in consideration of the sum of two hundred 
fifty-three thousand dollars ($253,000.00) paid and to be 
paid as follows, to-wit, five thousand dollars ($5,000.00) 
cash in hand paid to the party of the first part by the party 
of the second part, receipt whereof is hereby acknowledged, 
and the residue of two hundred forty-eight thqusand dollars 
($248,000.00) to be paid by the party of the second part 
upon delivery to the party of the second part of Fifteen 
Hundred (1500) shares of the capital stock of the Hancock 
Dry Goods Company, Inc. of the City of Roanoke, Virginia, 
as hereinafter provided, being all of the entire amount of 
the capital stock of said Company, whose place of business 
is now being conducted and situated No. 35 Campbell 
Avenue and No. 34 and 36 Salem Avenue, S. W., same be¬ 
ing the Northeast corner of Campbell Avenue and First 
Street, S. W. 

The said party of the first part does herelnf agree to sell 
and to have transferred all of said stock in said Company 
to the party of the second part, said stock carrying with it 
all stock of merchandise, furniture, cash on h^nd, accounts 
and bills receivable, appliances, equipment, rights and 
privileges of every kind and description whatsoever belong¬ 
ing to said Company, together with all leasesl etc., held on 
the premises by the said company, now occupied by said 
Company, situated as above mentioned. 

Said two hundred forty-eight thousand dollars ($248,- 
000.00) to be paid upon the following terms and conditions: 
Forty-five thousand dollars ($45,000.00) cash, upon deliv¬ 
ery of certificates of the said Fifteen Hundred (1500) 
shares of stock, and the stock of merchandise, furniture, fix¬ 
tures, cash on hand, accounts and bills receivable, appli¬ 
ances, equipment, rights and privileges of every kind and 
description, as before mentioned; fifty thousand dollars 
($50,000.00) to be paid on or before sixty (60) days from 
the date of delivery of said stock and the residue of one 
hundred fifty-three thousand dollars ($153,030.00) to be 
paid in six months, which payments are to be evidenced 
by bonds or notes of N. W. Pugh Company, Inc., and 
48 secured by personal or other collateral satisfactory 
and acceptable to the party of the first pfirt, and with 
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interest thereon from date of transfer at the rate of six per¬ 
cent per annum. 

The party of the second part agrees to assume and pay 
off all obligations of the said Company. 

The party of the first part agrees to take and deduct from 
the last payment of the above sum all bills receivable and 
at face value. 

The party of the second part reserves the optional right, 
however, to keep and collect for its own account said bills 
at face value, which are included, in the sum of two hun¬ 
dred fifty-three thousand dollars ($253,000.00) or trans¬ 
fer the same to the party of the first part, at face value, 
after deducting the same from the purchase price, and 
should the said party of the second part decide not to take 
said bills it is understood and agreed that the party of the 
first part is to have sufficient office space in the building to 
enable him to collect the same for a period of sixty (60) 
to ninety (90) days. 

The assets of said Company must consist of nothing but 
merchandise, accounts receivable, fixtures and stock in 
other corporation. If any stock is owned in any other cor¬ 
porations by said Company same must be worth and carry 
a market value of at least One Hundred Cents (100(0 on 
the Dollar ($1.00). 

Tt is further understood and agreed by the parties hereto 
that the furniture and fixtures, which originally cost ap¬ 
proximately fo?/rty thousand dollars ($40,000.00) are now 
inventoried and carried on the books of the said Hancock 
Dry Goods Company at approximately eleven thousand two 
hundred fifty dollars ($11,250.00) and that the same shall not 
be depreciated to a less value than twentv thousand dollars 

($ 20 , 000 . 00 ). 

WWW 

The party of the second part agrees to accept the' inven¬ 
tory which has just been taken and completed amounting to 
the sum of one hundred forty thousand dollars ($140,- 
000.00) or more. \ The method of taking and depreciating 
same is shown by the sheets of the various departments and 
the books and balance sheets of the said Hancock Dry Goods 
Company, Inc., which may be verified by the party of the 
second part. 

49 In consideration of which the said party of the 
second part does hereby agree to purchase the said 
Fifteen Hundred (1500) shares of the capital stock of the 
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Hancock Dry Goods Company, Inc., upon sai^l terms, and 
each party hereto hereby bind themselves, theif heirs, exec¬ 
utors or assigns to the faithful performance of this contract 
within ten days from date, or as soon as the above items 
can be checked up, verified and the certificates of stock 
transferred to the party of the second part. 

Witness the following signatures the day and year first 
above written: 


(Signed) 

(Signed) 

Copy. 


W. R, HANCOCK, 

N. W. PUGH CO., INC., 
By N. W. PUGH, Pres. 


50 U. S. Board of Tax Appeals. Admitted in Evidence 


Mar. 15, 1932. Petitioner’s Ex. No. j2. 

■ 

Exhibit 2. 

This contract, made and entered into this 19th day of 


January, 1926, bv and between Hancock Drv Goods Com- 
pany, Incorporated, party of the first part; W. R. Hancock 
and A. M. Clay, parties of the second part, and N. W. Pugh 
Company, Incorporated, party of the third parti 

Witnesseth: | 

That whereas by contract dated the 14th day ^>f January, 
1926, W. R. Hancock and A. M. Clay, then owning all the 
outstanding capital stock of the Hancock Dry (foods Com¬ 
pany, Incorporated, did contract and agree t|o sell said 
stock to the N. W. Pugh Co., Incorporated, for a consid¬ 
eration therein named, but it being agreed and understood 
between the said sellers and purchaser that all of the notes, 
bills and accounts receivable of the Hancock Dry Goods 
Company, Incorporated, should be retained by the said 
W. R. Hancock and A. M. Clay, and should not pass as a 
part of the assets of the said company by the sale of said 
stock to said purchaser; 

And whereas it was further agreed and understood that 
the books and records of accounts receivable of the said 
company should be turned over to said W. R. Hancock and 
A. M. Clay, and that said Hancock and Clay should have 
the right to the use of an office in the present store build¬ 
ing of the Hancock Dry Goods Co., Inc., for 41 least 90 
days for the purpose of collecting said accounts, notes, and 
bills receivable; 

And whereas said contract has been fully consummated 
by the delivery of said certificates of capital stdck of said 
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company to the said N. W. Pugh Company, Inc., purchaser, 
and it is desired to evidence the transfer and assignment 
of said notes, accounts, and bills receivable to said Hancock 
and Clay; 

Now, therefore, in consideration of the premises and for 
the purpose of carrying into effect said agreement between 
the parties, the said Hancock Dry Goods Company, Incor¬ 
porated, by, and with, the consent of the said N. W. Pugh 
Company, Inc., does hereby transfer, sell, assign, and set 
over to W. R. Hancock and A. M. Clay, all notes, bills, 
and accounts receivable owned by and due and owing to 
the said Hancock Dry Goods Company, Inc., as of January 
14, 1926, and as shown by a list of accounts thereof duly 
made, which said items consist of $4,511.80 in notes 
51 and $86,234.60 of accounts and bills receivable, total¬ 
ing $90,746.40, and the said Hancock Dry Goods Co., 
Inc., does hereby transfer, sell, and assign to said W. R. 
Hancock and A. M. Clay all records, ledgers, journals, 
books, and documents evidencing and setting forth said ac¬ 
counts, notes, and bills receivable. 

It is expressly understood and agreed, however, that this 
sale and assignment is without recourse upon the said Han¬ 
cock Dry Goods Co., Inc., or the said N. W. Pugh Co., Inc.; 

And the said Hancock Dry Goods Co., Inc., does hereby 
grant to said W, R. Hancock and A. M. Clay, the full and 
complete right, title, and authority to collect said accounts 
and bills receivable and notes in the name of the said Han¬ 
cock Dry Goods Co., Inc., using the name of the said com¬ 
pany for that purpose, and to keep and apply the proceeds 
thereof to the exclusive use and benefit of the said Han¬ 
cock and Clay, alid does further give and grant the right to 
said Hancock and Clay to institute and prosecute any suits 
or actions which may be necessary in the premises in the 
name of the Hancock Dry Goods Co., Inc., upon said notes, 
bills, or accounts receivable, the said W. R. Hancock and 
A. M. Clay undertaking and agreeing to pay all costs and ex¬ 
penses of said suits, actions, or collections and to indemnify 
and save harmless the said Hancock Dry Goods Co., Inc., 
and the said N. W. Pugh Co., Inc., from any damage, loss, 
or liability thereinabout; and the said N. W. Pugh Co., Inc., 
owner of the entire outstanding capital stock of the said 
Hancock Dry Goods Co., Inc., by the purchase aforesaid, 
does hereby consent to and does hereby ratify this agree¬ 
ment. 
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Witness the name of the Hancock Dry Goods Company, 
Inc., signed by its President; the name of the (N. W. Pugh 
Co., Inc., signed by its President; and the names of the said 
W. R. Hancock and A. M. Clay, this the 19th day of Jan- 
uarv, 1926. 

HANCOCK DRY GOODS C<|)., INC., 
(Signed) By N. W. PUGH, 

PM f 

N. W. PUGH CO.* INCORPORATED, 
(Signed) ByN.W. PUGH, 

President. 

(Signed) W. R. HANCOCK. 

(Signed) A. M. CLAY. 

52 U. S. Board of Tax Appeals. Admitted in Evidence 

Mar. 15, 1932. Petitioner’s Ex. No. 3. 

■ 

Exhibit 3. ! 


Roanoke, Virginia, January 11, 1926. 

Statement of Settlement for the Purchase of the 1,500 
Shares of the Capital Stock of the Hancock bry Goods 
Company, Inc., of the City of Roanoke, Virginia, by N . 
W. Pugh Company, Inc., of Roanoke, Virginia^, Through 
M. C. Franklin, as Follows. 

To purchase price of the stock. $253,000.00 


Shares owned as follows: 

W. R. Hancock. 

A. M. Clay. 

L. W. Hancock. 

L. Voight. 

H. H. Gwaltney. 

Mary Gwaltney. 

Hattie A. McCammittee. 

Total. 


850 shares. 
460 “ 

90 “ 

60 “ 

20 “ 

10 u 
10 a 

1,500 “ 



Certificates for all of which have been can¬ 
celled and one certificate for 1500 shares issued 
to N. W. Pugh Company, Inc., in lieu thereof. 

Credits: 

By Cash. $50,000.00 

M one note drawn by N. W. Pugh Co., Inc., dated 
January 11, 1926, payable four months after 

date.... 50,000.00 

u one note drawn by N. W. Pugh Co., Inc., dated 
January 11, 1926, payable six months after 
date. 59,175.97 

$159,175.97 



i 
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The above notes aggregating: the sum of $159.- 
175.97 secured by collateral notes of the X. W. 

Pugh Co.. Inc., endorsed by each individual of 
said company and secured by the 1500 shares 
of the capital stock of the Hancock Dry Goods 
Co., Inc., with 0% interest. 

By bills and notes receivable of the Hancock Dry 
Goods Co., Inc., transferred as per agreement to 
W. R. Hancock.. 93.824.03 

253.000.00 253.00000 

53 Note. —X. W. Pugh Company. Inc., agrees to take over one road 

bond in the sum of $1,000.00 at face value. 

The above sale made and based on statement of the Han¬ 
cock Dry Goods Company, Inc., of Roanoke, Virginia, as of 
January 1, 1926, and as furnished by W. R. Hancock, as 
follows: 


To cash on hand.. 1,965.09 

a “ in bank. 2,081.04 

“ notes receivable. 4,611.80 

“ accounts receivable. S6.234.60 

“ license. 389.04 

“ insurance.!.. 1,088.00 

“ one bond, Roanoke Highway Commission. 1,000.00 

u furniture and fixtures. 11,101.99 

“ W. R. Hancock account. 2,077.63 

“ Merchandise account... 141,684.56 


Total. 252,133.75 

Bills Payable: 

Due banks. S30.000.00 

Due individual creditors. 18,918.68 


Total. 48,918.6S 


I hereby certify that the sale of the capital stock of the 
Hancock Dry Goods Company, Inc., was sold by me to the 
N. W. Pugh Company, Inc., on the basis of statement as 
shown by the books of the Hancock Dry Goods Co., Inc., as 
of January 9, 1926. 

(Signed) ! W. R. HANCOCK. 

Subscribed and sworn to before me this 26th day of 
February, 1926. 

My commission expires October 8, 1927. 

MILDRED ADAMS HUSKS, 

Notary Public , 
Comm’d Mildred Adams. 


Copy to N. W. Pugh and W. R. Hancock. 
Copy. 
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54 U. S. Board of Tax Appeals. Admitted in Evidence 
Mar. 15,1932. Petitioner’s Ex. No r 12. 

Exhibit 4. 

List of Stockholders of the N. W. Pugh Company, Inc. (Old 
Company), Immediately Prior to Cancellation of Stock 
and Stockholders of the N. W. Pugh Company, Inc. (Neiv 
Company), Immediately After Organization. 


Par value stock held- 


Stockholders. 


Old company. 
Common. Preferred. 


Nejw company. 
Common. Preferred. 


C. H. 
C. B. 
N. W 
J. W. 

B. F. 
R. B. 
J. H. 
Mrs. 
Mrs. 
W. B. 
R. N. 

V. H. 

W. T. 

J. T. ' 
Mary 
H. J. 

K. B. 
W. D 
W. E. 
R. M. 

C. Q. 


Williams. $30.400.00 

Pugh, Jr. 3,100.00 

.Pugh. 8S.500.00 


Marshall.... 

Dickerson_ 

Bass. 

Strauss. 

F. S. Cantwell 
Marie Bass... 

. Gillum. 

Stevens. 

Pugh.. 

. Corwith. . . . 

Corwith. 

Liebman.... 

Williams. 

Williams.... 

. Trevillian... 

. Thomas. 

. Williams... . 
Dulaney. 


3,400.00 

30.300.00 

7,400.00 

1 , 000.00 

5.800.00 

300.00 

400.00 

4.000.00 

400.00 


S5,000.00 


3,000.00 

3,000.00 

2 , 000.00 


5,000.00 

3,000.00 

i66666 
2 . 000.00 
1 . 000.00 
1,500.00 
1.500.00 
1,000.00 
5,000.00 
1,000.00 
4,000.00 


$30,400.00 

3,100.00 

88,500.00 

3,400.00 

30,300.00 

7.400.00 

1 , 000.00 

5.SO0.OO 

300.00 

400.00 

4,000.00 

400.00 


$5,000.00 


3,000.00 

3.000.00 

2,000.00 


5,000.00 

3,000.00 

ilooo^oo 

2,000.00 

1,000.00 

1,500.00 

1,500.00 

1 . 000.00 

5,000.00 

1,000.00 

4,000.00 


Total. $175,000.00 $39,000.00 $175,000.00 $39,000.00 

[Stamp:] United States Board of ^ax Appeals. 
Filed Feb. 3, 1933. j 

United States Board of Tax Appeals. 

Docket No. 48176. 

N. W. Pugh Company, Inc., Petitioner, 


Commissioner of Internal Revenue, Respondent. 

Prcecipe. j 

To the Clerk of the United States Board of Tkx Appeals: 

You are hereby requested to make a transcript of the 
record in the above cause to be filed with the Court of Ap- 
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peals of the District of Columbia, and to include in said 
transcript of record the following and no other papers or 
exhibits, to wit: 

1. The docket entries of proceedings before the Board. 

2. Pleadings before the Board: 

(a) Petition. 

(b) Answer. 

3. Findings of fact, opinion and decision of the Board. 

4. The petition for review and assignments of error (and 
acknowledgment of service). 

5. The Statement of the Evidence. 

6. This praecipe. 

FREDERICK L. PEARCE, 

Counsel for Petitioner, 

905 American Security Bldg., 

Washington, D. C. 

i _ 

56 United States Board of Tax Appeals, Washington. 

Docket No. 48176. 

N. W. Pugh Company, Inc., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Certificate. 

I, B. D. Gamble, clerk of the U. S. Board of Tax Appeals, 
do hereby certify that the foregoing pages, 1 to 55, in¬ 
clusive, contain and are a true copy of the transcript of 
record, papers, and proceedings on file and of record in 
my office as called for by the Praecipe in the appeal as above 
numbered and entitled. 

In testimonv whereof, I hereunto set mv hand and affix 
the seal of the United States Board of Tax Appeals, at 
Washington, in the District of Columbia, this 3rd day of 
July, 1933. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Cleric United States Board of Tax Appeals. 


DAVID BURNET, COMMR. OF INT. REVEN 


UE. 
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57 United States Board of Tax Appeals 

Docket No. 48176. 

N. W. Pugh Company, Petitioner,! 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time. 

Upon motion of counsel for petitioner, it is 
Ordered that the time for preparation of the evidence 
and for transmission and delivery of the reccjrd sur peti¬ 
tion for review of the above entitled proceeding in the 
Court of Appeals of the District of Columbia 
herebv extended to May 4, 1933. 

' (Signed) LOGAN MORRIS, 


Dated Washington, D. C., April 3, 1933. 


be and it is 


Member. 


Now, July 3,1933, the foregoing order enlarging time cer¬ 
tified from the record as a true copy. 


[Seal U. S. Board of Tax Appeals.] 

B. D. GAM 
Clerk U. S. Board of Taci 
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JBLE, 

Appeals. 


United States Board of Tax Appeal^. 

Docket No. 48176. 

N. W. Pugh Company, Inc., Petitioned, 

v. 

Commissioner of Internal Revenue, Respondent. 


Order Enlarging Time. 

On motion of counsel for the petitioner, it is 
Ordered: That the time for preparation of tjie evidence 
and transmission and delivery of the record sur petition 
for review of the above entitled proceeding in the Court 
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N. W. PUGH VS. DAVID BURNET, COMMR. 


of Appeals for the District of Columbia, be and it is hereby 
extended to June 3, 1933. 

(Signed) LOGAN MORRIS, 

Member. 

Dated Washington, D. C., April 28, 1933. 

jd 

Now, July 3, 1933, the foregoing order enlarging time 
certified from the record as a true copv. 

! B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

59 United States Board of Tax Appeals. 

Docket No. 48176. 

N. W. Pugh Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time. 

On motion of counsel for the petitioner, it is 

Ordered: That the time for preparation of the evidence 
and transmission and delivery of the record sur petition 
for review of the above entitled proceeding in the Court 
of Appeals for the District of Columbia, be and it is hereby 
extended to July 3, 1933. 

(Signed) i LOGAN MORRIS, 

Member. 

Dated Washington, D. C., June 1, 1933. 

3d 

Now, July 3, 1 1933, the foregoing order enlarging time 
certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

i B. D. GAMBLE, 

i • Clerk U. S. Board of Tax Appeals. 

Endorsed on cover: Board of Tax Appeals. No. 6007. 
N. W. Pugh Company, Incorporated, appellant, vs. David 
Burnet, Commissioner of Internal Revenue. Court of Ap¬ 
peals, District of Columbia. Filed Jul. 3, 1933. Henry W. 
Hodges, Clerk. 
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Court of Appeals of the District of 

Columbia 


APRIL TERM, 1933. 
No. 6007 


N. W. Pugh Company, Incorporated] 


Appellant, 


vs. 


Guy T. Helvering, Commissioner of Internal 

Revenue, 

Appellee. 


Appeal From the Board of Tax Appeals 


BRIEF FOR APPELLANT 


Holding Below 


The opinion of the United States Board of Tax 
Appeals (R. 15-20) has been reported at 27 B. T. A. 
12. This opinion held for the respondent below (ap¬ 
pellee here) and judgment was accordingly entered 
on November 5, 1932. (R. 20-21.) 



Jurisdiction 


This appeal is taken from the aforesaid decision 
of the United States Board of Tax Appeals entered 
November 5, 1932, by an agreement between appel¬ 
lant and the then Commissioner of Internal Reve¬ 
nue. David Burnet, as to venue (R. 21) and a peti¬ 
tion for review was filed on February 3, 1933 (R. 
22-25) pursuant to sections 1001 (a) and 1002 (d) of 
the Revenue Act of 1926 (Act of February 26, 1926, 
c. 27, 44 Stat. at L. i, 109, 110.). By order of this 
Court entered August 30, 1933, Guy T. Helvering, 
the present Commissioner of Internal Revenue, has 
been substituted as appellee. 

Statement of the Case 

This proceeding involves the determination of the 
taxable income of the petitioner for the calendar 
years 1926 and 1927, for the one month fiscal period 
of January. 1928 (in which a net loss was sustained), 
and for the fiscal year ended January 31, 1929. (R. 
16.) 

The ultimate issue is whether the petitioner is en¬ 
titled to deduct from its income any amount for the 
annual exhaustion of an interest in certain leases. 
(R. 16.) If there was a cost basis to the petitioner 
for any interest in these leases, the deductions follow 
as a matter of computation. The Commissioner de¬ 
termined that there was no such cost basis to the 
petitioner. The Board of Tax Appeals sustained the 
Commissioner. 
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The issue arose as follows: 

The N. W. Pugh Company (old) at the end of 
1925 required more space for its expanding business. 
(R. 27. par. 4.) The Hancock Dry Goods Company 
was located in the same block and had the idesired 
space (R. 27, par. 5) under three leases. (R. 29, pars. 
S-9-10.) To get the Hancock space the olcf Pugh 
Company purchased (R. 30. p. 12) all the outstand¬ 
ing capital stock of the Hancock Company. This 
purchase was evidenced in a bill of sale datecj Janu¬ 
ary 11. 1926 (R. 2S, par. 5. R. 29. par. 7.) which pro¬ 
vided that the stock should carry with it “all leases, 
etc., held on the premises by the said [Hajicock] 
Company”. (R. 35.) 

The difference between the price thus paid for the 
Hancock stock and the net book value of the assets 
taken over, represented the value, 849,784.93, jof the 
Hancock leases. (R. 29, par. 6 and R. 16-17, pa|r. 19.) 
The good will of the Hancock business did not enter 
into the purchase consideration: it was of no value 
to the Pugh Company because of the different class 
of business. (R. 2S, par S, R. 17. par. 19.) 

The Pugh Company took actual possession bf the 
Hancock store premises Monday, January ll.j 1926, 
and ran a sale in the Hancock store a few days! later. 
All the assets of the Hancock Company (except the 
receivables that were delivered to Mr. Hancock) were 
effectively taken over by the old Pugh Company be¬ 
tween January 9, and 20, 1926. (R. 30-31, pars. 12- 
13-14. and R. 17, par. 20.) 

Several davs after January 11, 1926, it was dis- 

%J V 

covered that one of the three leases to the Hancock 
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premises restricted transfer without consent of the 
lessor. Although there was ample notice that the 
old Pugh Company was in possession of the Hancock 
premises, 116 complaint was ever made by the lessor. 
(R. 31-32, pars. 15-16, R. 17, par. 20.) The old Pugh 
Company continued as before in possession of the 
assets and premises of the Hancock Company and 
dealt with them as its own until February 19, 1926. 
(R. 32. par. 17.) 

The Board of Tax Appeals denied that these cir¬ 
cumstances resulted in an acquisition by the old Pugh 
Company of any interest in the Hancock premises or 
leases to which the payment of $49,740.93, covering 
the value of the leases, could be assigned as cost. The 
Board's refusal is specifically based upon the restric¬ 
tion against transfer in one of the three leases (R. 19, 
last full sentence.) Xo finding is made with respect 
to acquisition of the other two leases which were ad¬ 
mittedly transferable without restriction. (R. 32, 
par. 16.) The Board in effect concludes that no 
interest in possession or control of the premises 
passed from the Hancock Company to the old Pugh 
Company when the Pugh Company moved in and 
took possession of the Hancock store and assets and 
dealt with them as belonging to the old Pugh Com¬ 
pany. 

It is the taxpayer's contention that undisturbed 
possession of the Hancock premises (the valuable 
attribute of the lessee's interest in any lease) passed 
to the old Pugh Company in January, 1926. F.ven if 
that possession was subject to defeasance as to one 
lease, the restriction was never enforced; and as to 
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the other two leases no defeasance was possible. As 
a consequence, the sum of $49,740.93 paid ( n excess 
of the value of the other assets taken over) was the 
cost to the old Pugh Company of its interest in con¬ 
trol or possession of the Hancock premises. 

On February 19, 1920, the charter of the Hancock 
Company was amended, its capital stock increased 
and its name changed to N. W. Pugh Company, Inc. 
(new). The new stock was issued to the stockhold¬ 
ers of the old Pugh Company share for share : : or their 
former holdings in that Company. (R. 32-33, par. 
18-19.) On the same date the old Pugh Cbmpany 
conveyed all its assets to the new Pugh Company 
(the petitioner here) and the old Pugh Cbmpany 
was dissolved. The assets conveyed from the old 
Company to the new included the assets taken over 
from the Hancock Company in January, 1926. by the 
old Pugh Company. (R. 32, par. 17.) In tljiis con¬ 
veyed aggregate were the rights to possession of the 
Hancock premises under the three leases. Siuch in¬ 
terest was originally entered upon the books of the 
new Company in 1926 with a cost basis of $49,740.93. 
(R. 34, par. 22.) 

The Board of Tax Appeals agreed that the old 
Pugh Company transferred all its assets to the peti¬ 
tioner on February 19, 1926 (R. 18. par. 2oj. But 
having found that the old Pugh Company had ac¬ 
quired no interest in the premises or leases ill Janu¬ 
ary. the Board consequently found that no shell in¬ 
terest was acquired by the petitioner on February 
19th in the aggregate of assets then conveyed. The 
Board inferential!} 7 holds that the petitioner (the new 
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Pugh Company) acquired nothing on February 19, 
1926, when the old Pugh Company surrendered con¬ 
trol and possession of the premises and its interest 
in the leases to the new Company. 

It is the taxpayers contention that on February 
19, 1926, undisturbed possession of the premises, the 
really valuable interest in the leases, was conveyed 
by the old Pugh Company to the new Company. 
This was an acquisition by the petitioner (the new 
Company) of a valuable asset it did not then possess 
and is the basis for the exhaustion deduction claimed. 
The possession, thus newly acquired, continued for 
the entire term of the said leases (54 months, R. 30, 
par. 40). and the cost basis to the old Pugh Company 
when it acquired that possession, carries over to the 
new Company. Such basis should be exhausted by 
the new Company over the term of the leases. 

Questions Involved 

There is presented for review one ultimate ques¬ 
tion : namely, is the petitioner entitled to a deduction 
from income for the annual exhaustion of any inter¬ 
est in the Hancock premises or leases. If the peti¬ 
tioner acquired any interest in the premises or leases, 
which had a cost basis, the deductions follow as a 
matter of computation. The case is, therefore, re¬ 
solved into the following elemental questions: 

1 . Did the old Pugh Company acquire any 
exhaustible interest in the Hancock premises 
or leases in January, 1926? 
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2. With respect to such exhausti 
est, was there a cost basis to the 
Company in January, 1926? 

3. Did the petitioner acquire any isuch ex¬ 
haustible interest in the premises froiji the old 
Pugh Company on February 19, 1926? 

4. With respect to such exhaustible inter¬ 
est. what was the cost basis of such interest 
to the petitioner on February 19, 19^6? 

5. In the alternative (and irrespective of 
whether or not the old Pugh Company ac¬ 
quired an interest that it could recojnvey to 
the petitioner) is not the item of casl^ cost of 
$49,740,93, after the merger on February 19, 
1926, the cost basis of an exhaustible interest 
in the premises? 

i 

Errors Relied Upon 

The following acts and omissions of the Bbard of 
Tax Appeals are relied upon as errors: 

1. The failure to find that the ol<jl Pugh 
Company acquired a valuable, exhaustjble in¬ 
terest in the Hancock premises in January, 
1926. 

2. The failure to find that the petitioner 
acquired the same exhaustible interest! in the 
premises on February 19, 1926. 

3. The failure to find that the item pf cost 
of $49,740.93 became the basis of an e^haus- 


ble inter- 
old Pugh 
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tible interest in the Hancock premises in the 
merger on February 19, 1926. 

4. i The ultimate failure to allow the peti¬ 
tioner any deduction from income on account 
of exhaustion of any interest in the Hancock 
premises, in the periods under review; and the 
failure to increase thereby the net loss for the 
month of January, 1928, deductible in the suc¬ 
ceeding period. 

The Argument 

The petitioner claims deductions for exhaustion 
under Section 234 (a) (7), Revenue Act of 1926 and 
Section 23 (k) . Revenue Act of 192S. These sections 
authorize as a deduction from gross income “a rea¬ 
sonable allowance for the exhaustion * * * of prop¬ 
erty used in the trade or business * * 

The Treasury Regulations 69, interpreting this 
provision of the 1926 Act, provide, in Article 161, 
in part, that 

“For convenience such an allowance will 
usually be referred to as depreciation, * * *. 
The proper allowance for such depreciation of 
any property used in the trade or business is 
that amount which should be set aside for the 
taxable year in accordance with a reasonably 
consistent plan * * * whereby the aggregate of 
the amounts so set aside * * * will, at the end 
of the useful life of the property in the busi¬ 
ness, iequal the basis of the property * * 
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The same provisions with respect to the Revenue 
Act of 1928 appear in Article 201 of Treasu ry Regu¬ 
lations 74. 

From these provisions it is clear that a deduction 
for exhaustion comprises the following elements, 
namely, (1) '‘property" used in the trade or business, 
(2) with a measurable useful life (not interminable) 
and (3) a basic cost or value for such property. This 
Court has recognized these elements in its decisions 
in Bowman Company v. Commissioner , 59 App. D. 
C. 13. 

The basic property in the present case consists of 
the lessee's interest in three leases upon the store 
premises of the Hancock Dry Goods Company in 
Roanoke, Virginia. (R. 29, par. 8, 9 and 10.) With 
respect to this property the Board has found, “The 
market value of the leases held by the Hancock Corn- 
pan}’ at that time [January, 1926] having uijexpired 
terms of 54 months, was $50,000." (R. 17.) “It is 
not denied that the leases were used in bustness or 
that they were subject to exhaustion. The question 
is whether there is a basis for exhaustion |>f these 
leases." (R. IS.) The determination of the Board 
was that the petitioner acquired no such interest in 
the premises or leases as would permit the petitioner 
a deduction for exhaustion based upon the admitted 
value of $50,000. We think this was an error] in law. 

The events which establish the acquisition by the 
petitioner of such exhaustible interest are clearly set 
out in the record in the present cause. 
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1. When the old Pugh Company bought the stock 
and took over the assets of the Hancock Com¬ 
pany including possession of its building , the old 
Pugh Company acquired an exhaustible interest 
in the premises . 

The old Pugh Comapny in January, 1926, paid 
$159,175.97 for all the capital stock of the Hancock 
Company (R. 39). The net book value and actual 
value of the assets listed in the memorandum of set¬ 
tlement (less the liabilities assumed and the accounts 
and notes transferred to W. R. Hancock), was $109,- 
391.04. (R. 40, R. 2S. par. 6.) The sum of $49,784.93 
(paid in excess of the said net book value) repre¬ 
sented the value of the leases held bv the Hancock 

%/ 

Company, and nothing else. ( R. 29.) The said leases 
were worth at least this sum. (R. 17.) When the 
book entries were made later in 1926 the sum of 
$49,740.93 was; actually set up on the books as the 
cost of the said leases. (R. 34.) There was no other 
asset to which this cost could be attributed. (R. 29.) 

The Board has found as a fact that the old Pugh 
Company acquired possession of the Hancock prem¬ 
ises in January. 1926. In regard to this the Board 
said (R. 17, par. 20): 

“Immediately upon reaching an agreement 
with the Hancock Company, the representa¬ 
tives of the old Pugh Company took posses¬ 
sion of the Hancock store and merchandise. 
The Hancock store was closed for a time while 
the Pugh employees and department managers 
came in to price and arrange stock for a sale 
which was advertised and held within a fort- 
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night. Various items of merchandise stock 
were transferred from one store to the other 
and intermingled. The president of the old 
Pugh Company moved his office to the Han¬ 
cock building, and from there directed the 
business of both stores." (See R. 3(4-31, par. 
12-13-14.) 

The Board evidently considered that this passing 
of possession of the premises did not give an (exhaus¬ 
tible interest to the old Pugh Company, wte think 
it did. 

Possession and user by the old Pugh Company of 
the Hancock premises thus immediately folloived the 
payment to that Company of $49,784.93 more than 
all its assets, except possession under its leases, were 
worth. This possession and user was what the old 
Pugh Company wanted and what it paid to g^t. We 
submit the right to such possession and usbr was 
worth what it cost, and that the cost should be ex¬ 
hausted over the length of time the old Pugl^ Com¬ 
pany could expect to continue in possession an|d user, 
i. e.. the remaining period of the leases whi|ch the 
Hancock Company held to these premises. Ir| other 
words, the old Pugh Company acquired a valuable 
interest in possession of the premises with an Expec¬ 
table useful life of 54 months. This was an exhaus¬ 
tible interest. I 

We do not find that the exact attributes cjf “an 
exhaustible or depreciable interest" have beeiji spe- 
cificallv defined. Treasure Regulations 69, however, 
contain the following provisions on this subject: 
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“Article 162.—Depreciable property. The 
necessity for a depreciation allowance arises 
from the fact that certain property used in the 
business gradually approaches a point where 
its usefulness is exhausted. 

“Article 163. — Depreciation of intangible 
property. Intangibles, the use of which in the 
trade or business is definitely limited in dura¬ 
tion maj' be the subject of a depreciation 
allowance. Examples are patents and copy¬ 
rights, licenses and franchises.” 

The possessory interest of the old Pugh Company 
in the Hancock premises falls within this definition. 
The possession of the premises was used in the busi¬ 
ness of the old Pugh Company and was of definite 
duration. It was a possession and user permitted by 
the Hancock Company; at a minimum it was a 
“license” to tise the premises, one class of depreciable 
property specifically mentioned in Article 163. 

Under the circumstances here, however, the old 
Pugh Company received a greater interest than a 
license when it acquired possession of the Hancock 
store premises in the manner described. Two of the 
three leases to the premises (the J. D. Kirk and W. 
Kirk leases) contained no restriction upon transfer. 
(R. 32. par. 16.) As to two-thirds of the property, 
therefore, the old Pugh Company, upon the payment 
of the money and the taking of possession, acquired 
ownership of the lessee's interest and the indefeasable 
right to require a conveyance of the record title. Here 
was a complete acquisition of a property interest in 
two of the three leases. A property interest in a 
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lease has been held by the Board to be an exhaustible 
interest, Grosvenor Atterbury, 1 B. T. A. 169. 

The lease with Heronimus contained a formal re¬ 
striction against transfer by the lessee (R. 31, par 
15) , but this was never sought to be enforced by the 
lessor, although there was ample notice that the Pugh 
Company was enjoying possession. Rent must have 
been paid by the new occupant. The lessor, however, 
never mentioned the transfer nor made any objec¬ 
tion. (R. 32, par. 16.) A few months later jhe gave, 
without protest, a renewal of the lease in the name 
of the Pugh Company and included additional space. 
(R. 29-30, pars. S and 10.) Obviously the lessor had 
no objection to the Pugh Company as tenant in place 
of the Hancock Company. 


A landlord may waive the restriction upon a sub¬ 
lease, or may be precluded from asserting it by an 
estoppel. In 35 Corpus Juris at page 983 ($ec. 71) 
it is said: 

‘‘The restriction against assignment or sub¬ 
letting may be waived by the act, acts, or con¬ 
duct of the lessor in recognition of the validity 
of an assignment or subletting and with knowl¬ 
edge thereof, as where, with knowledge of the 
facts, he permits as assignee or sub-tenant to 
remain in possession, and accepts subsequent¬ 
ly accruing rents from him * * 


Again at page 9S6-7 (Sec. 76): 


'The consent is sometimes required by the 
terms of the lease or by the statute to be ex- 
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pressed in writing. However, a requirement 
of this character is for the lessor's benefit , and 
mav be waived bv parol, and the consent mav- 
be implied from the acts of the lessor. Fur¬ 
ther, under the express terms of the contract, 
the knowledge and acquiescence of the land¬ 
lord may be equivalent to his written consent." 
(Italics ours.) 

Under the circumstances Heronimus must fairly 

%/ 

be presumed to have consented to the transfer of 
possession to the Pugh Company: at least he would 
be estoppedj to deny that he had consented. The 
right to object to such transfer is personal to the 
landlord and if he does not object, obviously his con¬ 
sent cannot be questioned by third parties. As to 
the third lease, therefore, we submit that ownership 
and the right to require conveyance of the record 
title passed to the old Pugh Company. The posses¬ 
sion and ownership would continue for the entire 

term of the lease, and would be defeasable onlv if 

%/ 

Heronimus made objection, which, in fact, he did not. 

As to all three leases, therefore, the old Pugh Com¬ 
pany acquired possession, ownership and right to 
title, clearly indefeasable as to two leases, and de¬ 
feasable as to the third only upon a contingency 
which has never arisen. This was a property inter¬ 
est in the leases subject to exhaustion. Grosvenor 
Atterbury , I B. T. A. 169. and Treasury Decision , 
No. 3760, (IY-2 C. B. 154). 

Irrespective of the passage of title to the Heroni¬ 
mus lease, we submit that the possession of the prem¬ 
ises (which the Board has found passed to the old 
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Pugh Company, R. 17, par. 20), is sufficient^ to con¬ 
stitute a depreciable interest. 

There are numerous cases in which a possessory 
interest, less than full legal title, has been held to 
constitute a depreciable interest. An analogous sit¬ 
uation is found in the decision of this Court in| George 
H. Bowman Company v. Commissioner, 59 App. D. 
C. 13. In that case a tenant from month to month 
without a lease, made extensive improvements to the 
premises and sought to charge them off as a loss in 
a single year. In denying the deduction for Uss, this 
Court found that the expectancy of continuing pos¬ 
session of the premises was sufficient to support an¬ 
nual deductions for depreciation of the improvement, 
title to which had undoubtedly passed to thfe land¬ 
lord. The fact that the possession might be cut short 
at the will of the landlord did not meanwhile pre¬ 
clude the deductions for exhaustion; if and whki that 
contingency occurred, a loss of the unextinguished 
balance would arise. Another such case is Sentinel 
Publishing Co., 2 B. T. A. 1211. 

In other cases deductions for depreciation have 
been allowed based upon the continuing possession 
of a tenant at will or for an indefinite period. Walle 
& Co., Ltd., 1 B. T. A. 1064, Thatcher Medicine Co., 
3 B. T. A. 154, Scholes & Sons , Inc., 3 B. T. A. 59S, 
Greilich & Sons, 3 B. T. A. 1333. A somewhat similar 
rule appears in Duffy v. Central Railroad ojj New 
Jersey, 26S U. S. 55, regarding improvements made 
by a lessee to property where the title passed io an¬ 
other. See also National City Bank of Seattle v. 
U . S., 64 Ct. Cls. 236. I 
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A patent application, the right to secure future 
title to a patent, has been held to constitute a suffi¬ 
cient basis for exhaustion deductions in a line of 
cases beginning with Individual Towel & Cabinet 
Service Company , 5 B. T. A. 15S. In that case the 
petitioner on the basic date (March 1, 1913) had 
neither title to, nor present enjoyment of, the patent. 
It was merely a valuable “property" interest with a 
measurable life. The same decision is reached bv the 
Circuit Court of Appeals for the Seventh Circuit in 
Commissioner v. Stephens-Adamson Manufacturing 
Company , 51 Fed. (2d) GS1, in which the Court said 
in discussing depreciable property, “We think it a 
fair definition to sav that what may be sold and as- 
signed is property." 

A licensee under a patent has neither title to, nor 
possession of. the patent, but he has a valuable prop¬ 
erty interest with a term equal to the balance of the 
life of the patent. Such a license has been held to 
constitute depreciable property in International Cur¬ 
tis Marine Turbine Company v. U. S., 63 Ct. Cls. 
597. That Court said (at p. 603), “The contract or 
contracts were property * * *. An exhaustion was 
going on each year." 

The Supreme Court has said in Lynch v. Alworth- 
Stephens Co., 267 U. S. 364 (at p. 369), “The gen¬ 
eral provision * * * is that the deduction from gross 
income shall include a reasonable allowance for the 
‘exhaustion * * * of property.' There is nothing to 
suggest that the word 'property' is used in any re¬ 
stricted sense." Quoting further (from page 369), 
“It is, of course, true that the leases here under re- 
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view did not convey title to the unextracted ore de¬ 
posits * * * but it is equally true that suqh leases, 
conferring upon the lessee the exclusive possession 
of the deposits and the valuable right of removing 
and reducing the ore to ownership created a very 
real and substantial interest therein.” As a conse¬ 
quence. the Supreme Court is on record aq holding 
that a valuable possession without title (to the ore) 
will support a deduction for exhaustion. 

We submit as a necessary conclusion, therefore, 
that as to two-thirds of the property (covered by the 
two Kirk leases) the old Pugh Company in January, 
1926, acquired both possession and title. This was 
true also as to the other third so long as Hqronimus 
did not object. But irrespective of the passage of 
title to that lease (the point which appears to have 
troubled the Board) the valuable possession was ac¬ 
quired by the old Pugh Company and the possessory 
interest itself was property which would exha[ust over 
the term of the leases. This constituted an exhaus¬ 
tible interest. 

2. The interest acquired by the old Pugh Company 
in the Hancock premises in January, 1926, had 
a cost basis of $49,740.93 to the old Pugh Com- 
pany. \ 


It being established that the old Pugh Company 
acquired a depreciable interest in the Hancoc^ prem¬ 
ises, it is necessary merely to determine what was 
the cost basis of that interest to the old Pugh Com¬ 
pany. The rule appears to be well established that 


IS 


the value of property, at the time it is withdrawn 
from a corporation by its stockholder, represents its 
cost basis to the stockholder. See Appeals & Review 
Recommendation No. 403 . (A R. R. 403, in 4 C. 
B. 32.). Theis, Jr. 3 B. T. A. 1030, (acquiesced in by 
respondent Y-l C. B. 5). Similarly as to the subse¬ 
quent basis for depreciation of a building, Gloyd 19 
B. T. A. 96G (acquiesced in. IX-2 C. B. 22). 

Under these decisions and rulings, the cost basis 

C? 7 

of the interest taken over by the stockholder, the old 
Pugh Company, was the value in January, 1926. The 
Board has found that the three leases to the Hancock 
premises were worth $50,000 at that time. (R. 17.) 
The amount concurrently paid for the stock demon¬ 
strates a value of $49,740.93 for the leases. (R. 30- 
31.) See Schmick, 3 B. T. A. 1141 at p. 1147-S, and 
Williams, 6 B. T. A. 593-4. The Board’s finding of 
no basis therefore is not grounded upon any absence 
of value but upon the erroneous conclusion that the 
old Pugh Company did not acquire any depreciable 
interest in the Hancock premises in January, 1926. 

The Board has found that the Pugh Company ac¬ 
quired complete and undisturbed possession of the 
Hancock premises (R. 17, par. 20). As to two thirds 
of the property no objection could be made and as 
to the other third no objection was ever made. We 
have shown (under the preceding caption) that with 
the taking of possession the Pugh Company also ac¬ 
quired title or at least immediate right to require 
conveyance of the title. The Pugh Company had. 
therefore, acquired in January. 1926. everything of 
value to the lessee in regard to the said leases. 
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Even if the respondent's view that the nailed legal 
title (as to one lease) remained in the Hancock Com¬ 
pany be adopted, the result is not altered. With the 
existing community of interest between the two com¬ 
panies, the naked legal title to the Heronnpus lease 
could have remained in the Hancock Company for 
the entire term of 54 months, without subtracting 
one whit from the value of the complete and undis¬ 
turbed possession of the premises which the old Pugh 
Company admittedly had. Since the value of a lease 
lies in the possession of the premises, the interest 
acquired by the old Pugh Company in the Bfancock 
premises had a value equal to the found value of the 
leases, namely 850,000 (or $49,740.93), and that was 
the cost basis of the Pugh Company’s interest in 
possession. 


Upon reconveyance of the assets to the new Pugh 
Company on February 19, 1926, in a reorganiza¬ 
tion, the cost basis of the old Pugh Company's 
interest in the Hancock premises carried tyver to 
the new company. I 


Whatever interest in the Hancochprem - 
ises and leases was acquired by tfie old 
Pugh Company in January , 192^6, was 
conveyed to the new Pugh Coippany 
(the petitioner here) on February 19, 
1926. 


i 

The Board has found that the old Pugh Coriipany 
transferred all its assets to the petitioner on Feb- 
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ruary 19, 1926 (R. IS. par. 20). This conveyance 
included the assets taken over from the Hancock 
Company in January. 1926. by the old Pugh Com¬ 
pany (R. 32. par. 17). But having found that the 
old Pugh Company had acquired no depreciable in¬ 
terest in the premises or leases in January, the Board 
consequently found that no such interest was ac¬ 
quired by the petitioner on February 19th in the ag¬ 
gregate of assets then conveyed. The Board infer- 
entially holds that the petitioner (the new Pugh 
Company) acquired nothing on February 19, 1926, 
when the old Pugh Company surrendered control and 
possession of the premises to the new company. 

This is entirelv inconsistent with the Board's di- 
rect finding that the possession of the Hancock prem¬ 
ises passed to the old Pugh Company in January, 
1926. (R. 17, par. 20.) That possession, which was 
so transferred in Januarv, could not have remained 

V 7 

also with the Hancock Company, and must, therefore, 
have been reacquired by the petitioner on February 
19th, 1926. 

The Board is confused bv its conclusion that naked 
legal title to one lease remained in the petitioner (R. 
19. end par. 22). and also by its decision that the 
interest acquired by the old Pugh Company in Janu¬ 
ary was not a depreciable interest. Thus led astray, 
the Board overlooks its tacit admission that title to 
the other two leases passed to the old Pugh Company 
(R. 19). and it fails to grasp the consequences of its 
direct finding that complete possession under all 
three leases did pass to the old Pugh Company in 
Januarv, 1926. 

V 
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The petitioner submits, as the minimum neces¬ 
sary conclusion from the Board's direct findings of 
fact, that the undisturbed possession of the Hancock 
premises, the really valuable lessee interest, was con¬ 
veyed by the old Pugh Company to the nek Pugh 
Company on February 19, 1926. This was an acqui¬ 
sition by the petitioner (the new company) of a val¬ 
uable asset it did not then possess. This possession 
(or greater interest as discussed under cajption 1 
above), thus newly acquired, continued for the entire 
balance of the term of the said leases and is the basis 
for the exhaustion deductions claimed. 

The remaining question for decision therefore, is 
what was the cost basis of the interest in the prem¬ 
ises thus newly acquired by the petitioner on Feb¬ 
ruary 19, 1926. 

(3) (b) In the reorganization which occurred on 

February 19, 1926, the petitioner ac¬ 
quired the same cost basis as the old 
Pugh Company's cost basis for its inter¬ 
est in the premises. 

On February 19, 1926, the name of the Hancock 
Company was changed to N. W. Pugh Company, Inc. 
(new) and its authorized capital stock increased. The 
old Pugh Company was dissolved and all its assets 
were transferred to the new Pugh Company and stock 
in the new company was issued share for shar^ to the 
stockholders of the old Pugh Company (R. 32-33, 
par. 17-18-19). The assets so transferred included 
the assets acquired in January from the Hancock 
Company (R. 32, par. 17). 
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Here there was clearly a reorganization under the 
provisions of Section 203 of the Revenue Act of 1926 
in which the continuity of control was 100% . There 
was a recapitalization of the Hancock Company and 
a changing of its name to N. W. Pugh Company. 
Inc., a conveyance of all the assets to the new Com¬ 
pany. an exchange of stock share for share, and a 
100% continuing control in the old Pugh stockhold¬ 
ers. 

The essence of the limitation upon basis in Sec¬ 
tion 204 (a) (6). (7) and (S) of the 1926 Act is that 
in such transactions the basis of property shall be 
the same to the transferee as to the transferror. If 
the limitation does not operate, then the basis of 
property paid into a corporation is the fair value at 
the time (see Rosenbloom Finance Corporation, 24 
B. T. A. 763). 

In the present cause these two figures coincide, for 
the basis to the old Pugh Company of the interest it 
acquired in January, 1926, is the fair market value 
as evidenced by the price paid (and the confirming 
testimony as to the current value). Even the ex¬ 
haustion for the short period the leases were held by 
the old Pugh Company may be ignored (Burlington 
Gazette Company, 21 B. T. A. 156). In either event, 
therefore, the basis to the new Pugh Company is the 
same as to the old Pugh Company, for its interest in 
the premises or leases in question, namely. 849.740.93. 
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4. If we follow the necessary accounting adjust¬ 
ments, the sum paid by the old Pugh Company 
for the Hancock stock carries over in the merger 
of February 19,1926, to the new Pugh Company 
as the cost basis of the Hancock assets. ! 

I 

The reorganization of February 19, 192$, was a 
merger under the charter of the newly acquired 
(Hancock) Company (the stockholders of the ac¬ 


quiring (old Pugh) Company receivinng I all the 
stock). This is the reverse of the usual merger. The 
basis of the assets taken over is nevertheless evi¬ 
denced by the price of $159,000 just paid for tljie stock 
of the acquired Company. See Schmick, 3 B. T. A. 
1141 at p. 1147-8, and Williams , 6 B. T. AJ 593-4. 
The book value of the Hancock assets was $109,000 
and the leases (the only valuable asset not on the 
books) were worth $50,000. If this sum is ijiot en¬ 
tered as the cost of the leases, there is no oth$r asset 
to which it can apply when the books of the new Pugh 
Company are opened. In See v. Heppenheivier (69 
N. J. Eq. 36-1905) it is held that in a merger no value 
can be entered upon the books apart from thd value 
attaching to the actual assets of the merging com¬ 
panies. 

The Commissioner, apparently, would set up only 
SI09,000 as the basis of the Hancock assets n^erged 
and would treat the balance of $50,000, actual cash 
cost to the continuing Pugh interests, as not the basis 
of anything. Such an impractical result canrjot be 
contemplated by the taxing statutes. i 
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The sound rule, we believe, would be to follow the 


accounting adjustments a 

BEFORE MERGER 
Hancock Cortipany 

1. Book Value of Assets $ 109.000 

2. Book Value of Stock 1QQ.OOO 

i 

Old Pugh Company 

3. Cost of Hancock Stock 159.000 

4. Other Assets 341.000 

Total $500,000 

5. Old Pugh Stock $500,000 


follows: 

AFTER MERGER 
Xev: Pugh Company 

1. Hancock Book Assets $100,000 

4. Pugh Other Assets 341 000 

3. Cost of Hancock 
Stock $150,000 

2. Value of book assets 

lQQ.OOO 

Bal. Cos*, of leases 50.000 

Total Assets $500.000 

5. New Pugh Stock $500,000 


If the item of 850,000 is eliminated entirely, the 
capital of the new company growing out of the mer¬ 
ger would be impaired improperly to that extent. 

It is submitted, therefore, where there was a cash 
purchase of the Hancock stock and an immediately 
following merger of the assets of the two old com¬ 
panies into the new Pugh Company with the Pugh 
interests acquiring control of the Hancock assets, that 
the cash cost of 8159,000.00 represents the cost of the 
Hancock assets, and the sum of 850,000.00 should be 
allocated as the cost of the leases so acquired, which 
are shown to have that value. 
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Conclusion 

We submit that, under the taxing statutes and un¬ 
der established methods of corporation merger ac¬ 
counting, the petitioner on February 19, 1926, ac¬ 
quired a cost basis of $49,740.93 for an interest in 
the premises with a life equal to the balanc^ of the 
term of the leases. That cost basis should conse¬ 
quently be exhausted over the remaining lif^ of the 
leases and an annual deduction from income be al¬ 
lowed therefor. 

l 

i 

Respectfully submitted, 

George M. Morris, j 
Frederick L. Pearce, j 

Counsel for Appellant, 
American Security Bldg., 
Washington, D. C.j 

Of Counsel , 

KixMiller, Baar & Morris, 

Washington, D. C. 
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In the Court of Appeals of the District of 

Columbia 

No. 6007 

| 

N. W. Pugh Company, Incorporated, petitioner 

v. 

Guy T. Helyering, Commissioner of Internal 

Revenue, respondent 

i 

_ 

ON PETITION FOR REVIEW OF DECISION OF THE UNITED 
STATES BOARD OF TAX APPEALS j 

— 

BRIEF FOR THE RESPONDENT 
— 

OPINION BELOW 

. 

I 

The only previous opinion in the present cajse is 
that of the United States Board of Tax Appeals 
(R. 15-20), which is reported in 27 B.T.A. 12. 

i 

JURISDICTION 

This appeal involves income taxes for the years 
1926, 1927, and the fiscal year ending January 31, 
1929, in the respective amounts of $1,701.60, 
$1,333.75, and $1,146.90, and is taken from the deci¬ 
sion (order of redetermination) of the United 
* States Board of Tax Appeals entered November 5, 
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1932 (R. 20-21). The case is brought to this Court 
by a petition for review filed on February 3, 1933- 
(R. 22-25), in accordance with the stipulation of 
the parties (R. 21), and pursuant to Sections 1001— 
1003 of the Revenue Act of 1926, c. 27, 44 Stat. 9, 
109, 110, as amended by Section 1101 of the Reve¬ 
nue Act of 1932, c. 209, 47 Stat. 169. 

QUESTION PRESENTED 

Where a corporation, by amendment to its char¬ 
ter, increases its capital stock and changes its name 
after the transfer to it of all the assets of a second 
corporation, which had purchased all the stock of 
the first corporation and after the transfer was dis¬ 
solved, may the first corporation deduct from its 
gross income any amount for depreciation or ex¬ 
haustion of leases acquired without cost prior to the 
amendment of its charter? 

STATUTES AND REGULATIONS INVOLVED 

The statutes and regulations involved are set 
forth in the Appendix, infra, pp. 1S-20. 

STATEMENT OF FACTS 

The material facts are found bv the Board of 
Tax Appeals (R. 16-18) and may be briefly stated 
as follows: 

N. W., Pugh Company, Incorporated (herein¬ 
after called the old Pugh Company), was organized 
under the laws of Virginia in 1921, and until dis¬ 
solution was engaged in the department-store 
business in Roanoke. The Hancock Dry Goods 
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Company was organized under the laws of Vir¬ 
ginia in 1915 and also was engaged in the depart¬ 
ment-store business in Roanoke. The building 
occupied by the Hancock Company, under leases 
acquired by it without cost, was twice the size of 
that occupied by the old Pugh Company, atid in 
1925 the latter company sought to purchase the 
leases held by the Hancock Company to provide 
the additional space required for its business 
(R. 16). | 

On January 9, 1926, the old Pugh Company ac¬ 
cepted the offer of the Hancock Company fof the 
sale of the latter’s assets at a price based upop in¬ 
ventory, the notes and accounts payable to bp as¬ 
sumed by the purchaser and the notes and accounts 
receivable to be retained by Hancock Company. 
The old Pugh Company immediately took posses¬ 
sion of the Hancock store and merchandise and 
closed the store to enable its representatives to price 
and arrange stock for a sale advertised and peld 
within a fortnight, various items of the merchan¬ 
dise stock being transferred from one store to the 
other and intermingled. Within a few T days after 
the agreement of January 9th it was discovered 
that one of the Hancock Company’s leases con¬ 
tained a provision against the transfer of the lease 
and, although the lessor had made no complaint, 
the parties deemed it advisable to avoid any diffi¬ 
culty on that score. To that end the written don- 
tract of sale drawn later and dated January 11, 
1926, provided for the purchase by the old Pdgb. 
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Company of all the capital stock of the Hancock 
Company. The minutes of the meeting of the di¬ 
rectors of the old Pugh Company, held January 12 r 
1926, show that it was agreed to purchase the stock 
of the Hancock Company and the supplemental 
agreement of January 19, 1926, evidencing the as¬ 
signment of the Hancock Company accounts re¬ 
ceivable to certain individuals recites that the old 
Pugh Company purchased all the capital stock of 
the Hancock Company. In furtherance of the plan 
adopted the old Pugh Company transferred all its 
assets to the Hancock Company and was dissolved 
on February 19, 1926. At the same time the Han¬ 
cock Company, by amendment of its charter, in¬ 
creased its capital stock and changed its name ta 
N. W. Pugh Company, Incorporated (hereinafter 
called the new Pugh Company), which is the peti¬ 
tioner here. Thereafter it issued its stock to the 
former stockholders of the old Pugh Company 
share for share (R. 17-18). 

The purchase price paid by the old Pugh Com¬ 
pany for the Hancock Company stock was 
$49,740.93 more than the net value of its assets, 
which amount was set up on the books of the peti¬ 
tioner as the value of the leasehold. The market 
value of the leases held by the Hancock Company 
at the time of this transaction, then having unex¬ 
pired terms of 54 months, was $50,000. The good 
will of the Hancock Company was not purchased 
(R, 17). 

After the transaction above described the former 
Hancock Company interests organized a new cor- 
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poration under the old name and engaged in busi¬ 
ness as before (R. 18). 

The petitioner obtained renewals of the leases 
at advanced rentals, except the J. D. Kirlj: lease 

which was extended (R. 18). j 

Upon its returns for the taxable years involved 
the petitioner took deductions for exhaustion of 
its leases, which deductions were disallowed by the 
respondent, resulting in deficiencies in tax for such 
years (R. 18). j 

> i 

SUMMARY OF ARGUMENT 

The applicable statutes authorize a deduction 
from gross income of a reasonable allowance for 


the exhaustion of property of the taxpayer u^ed in 
the business of the taxpayer. In the case of such 


property acquired after February 28, 1913, the au¬ 


thorized deduction must be based upon the cpst of 
the property and the amount deductible each year 
represents the extent of the property consunjed or 
exhausted by use in the business so that at the end 
of the useful life of the property the aggregate of 
the annual deductions will equal the cost of the 
property. The purpose of the statute is to return 
to the taxpayer free from taxation his capitall, the 
cost of property, consumed by use in his business. 
Before any such deduction mav be allowed, how- 
ever, the cost of the property to the taxpayer must 
be shown, it must be established that the taxpayer 
has some capital invested which is being exhausted 
or consumed in the business. 
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The property in this case consists of three leases 
acquired by the Hancock Company in 1920 at no 
cost to it. The old Pugh Company, desiring the 
premises occupied by the Hancock Company for 
its own use, purchased all the capital stock of the 
Hancock Company and transferred all its assets to 
the latter Company. The Hancock Company, by 
amendment of its charter, increased its capital stock 
and changed its name to the new Pugh Company, 
the petitioner here, and issued stock to the old 
Pugh Company stockholders share for share. The 
old Pugh Company was then dissolved. The pur¬ 
chase price paid for the Hancock Company stock 
exceeded the net value of its assets carried with the 
stock bv $49,740.93. 

Thus, iii this case the leases were acquired and 
continued to be held at all times bv the same cor- 
poration. The old Pugh Company did not pur¬ 
chase the leases and other assets of the Hancock 
Company, but purchased the capital stock. As 
stockholder the old Pugh Company did not acquire 
anv title or interest in the leases as such. The 
leases were the property of the Hancock Company 
and remained the property of that company at all 
times. The amendment of the Hancock Company’s 
charter did not change the corporate identity. It 
remained the same corporation after as it was be¬ 
fore the change of its name to the petitioner herein. 

Inasmuch as the petitioner, prior to the change 
of its name from the Hancock Company, acquired 
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the leases in 1920 at no cost, and it continued to 
hold the leases during the taxable years, the peti¬ 
tioner had no capital investment to be replaced and, 
hence, there is no basis for the allowance of any 
deduction for exhaustion of the leases. 

The Board of Tax Appeals properly sustained 
the respondent’s refusal to allow any deduction for 
exhaustion of the leases. 

ARGUMENT 

I 

The leases having been acquired by the petitioner, prior 
to the amendment of its charter changing ilfs name, 
without any cost to it, there is no basis for the allow¬ 
ance of annual deductions for exhaustion 

! 

The petitioner seeks deductions from itsL gross 


income of the taxable years for exhaustion! of the 
leases held by it on premises upon which its busi¬ 
ness was conducted. It is contended that when the 
old Pugh Company purchased the stock of the 
Hancock Company it also acquired the assets of 
the latter company including the leases and paid 
for such leases $49,740.93, the excess of the pur¬ 
chase price over the net value of other assets, and 

that all such assets were transferred bv tlie old 

•/ 

Pugh Company to the petitioner pursuant to a plan 
of reorganization. It is claimed that annual de¬ 
ductions for exhaustion of the leases based upon 
the cost thereof to the old Pugh Company Should 
be allowed. The respondent contends that tfae old 
Pugh Company bought the stock, and not tjie as¬ 
sets, of the Hancock Company and that the Jeases 

lG-'JuS—33-2 
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were acquired by the petitioner, prior to the change 
of its name from the Hancock Dry Goods Com¬ 
pany, without cost and hence there is no capital 
value to be returned through annual deductions 
for exhaustion, no basis upon which such deduc¬ 
tions can be allowed. 

The statutes authorize a deduction from gross in¬ 
come in each year for exhaustion of property used 
by the taxpayer in business and provide that in the 
case of such property acquired after February 28, 
1913, the amount allowable as a deduction for ex¬ 
haustion shall be based upon the cost of the prop¬ 
erty. The Regulations of the Treasury Department 
adopted pursuant to the Revenue Acts here appli¬ 
cable provide that a reasonable allowance for ex¬ 
haustion of property used in the business may be 
deducted from gross income and that the proper 
allowance is that amount which should be set aside 
each year in accordance with a reasonably consist¬ 
ent plan whereby the aggregate of such amounts so 
set aside plus the salvage value will at the end of 
the useful life of the property equal the original 
cost. The deduction for exhaustion or deprecia¬ 
tion is allowed upon the theory and for the purpose 
of replacing the cost of the property, the capital 
of the taxpayer, consumed by use in his business. 
In United States v. Ludey, 274 U.S. 295, 309-301, 
the Court said: 

The depreciation charge permitted as a de¬ 
duction from the gross income in determin¬ 
ing the taxable income of a business for any 
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year represents the reduction, during the 
year, of the capital assets through Wear and 
tear of the plant used. The amount of the 
allowance for depreciation is the suiji which 
should be set aside for the taxable year, in 
order that, at the end of the useful life of 
the plant in the business, the aggregate of 
the sums set aside will (with the salvage 
value) suffice to provide an amount equal to 
the original cost. The theory underlying 
this allowance for depreciation is that by 
using up the plant, a gradual sale is made 
of it. The depreciation charged is the meas¬ 
ure of the cost of the part which has been 
sold. When the plant is disposed of after 
years of use, the thing then sold is not the 
whole thing originally acquired The 
amount of the depreciation must be de¬ 
ducted from the original cost of the whole 
in order to determine the cost of that dis¬ 
posed of in the final sale of properties. 


* 


to ex¬ 
ion of 


Leases are recognized as property subject 
haustion and deductions for the exhaust 
leases used in business are allowable under the stat¬ 
utes and regulations in proper cases. See Lpich v. 
Alworth-Stcphens Co., 267 U.S. 364. Before any 
deduction for exhaustion of leases may be allowed, 
however, it must be shown that some amouht was 
paid therefor, that they were obtained at some cost 


to the taxpayer, where they were acquired 
February 28, 1913, just as the cost of other 


after 

prop¬ 


erty must be established before depreciation (leduc- 
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tions therefor may be taken. Symington-Ander¬ 
son Co. v. Commissioner, 33 F. (2d) 372 (App. 
D.C.). See also Belt By. Co. v. Commissioner, 36 
F. (2d) 541, 542 (App.D.C.), and Tunnel R.R. v. 
Commissioner, 61 F. (2d) 166, 174 (C.C.A. 8tli). 
It is not denied that the leases held by the peti¬ 
tioner during the taxable years were property used 
in its business or that such property was subject to 
exhaustion, for which deductions might be allowed 
if the property, the leases, cost the petitioner any¬ 
thing, i.e., if the petitioner had any capital invest¬ 
ment in the leases to he exhausted by their use in 
the business. The only question in this ease is 
whether the leases, having been obtained after Feb- 

i 

ruary 28, 1913, were acquired at any cost to the pe¬ 
titioner or, otherwise stated, whether the petitioner 
had any capital investment in the leases. If the 
leases cost the petitioner nothing it had no capital 
invested therein and, hence, there is no basis for 
the allowance of anv deduction for exhaustion. 

When the old Pugh Company in 1925 found that 
its store was inadequate for the needs of its busi¬ 
ness, negotiations were carried on to obtain suit¬ 
able quarters nearby, but such negotiations proved 

unsuccessful. Efforts were then made to secure 

1 

the premises occupied by the Hancock Company 
through purchase of its leases, with the result that 
on January 9, 1926, the parties reached an agree¬ 
ment for the purchase by the old Pugh Company of 
all the assets of the Hancock Company, except notes 
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and accounts receivable, at a price based ubon in¬ 


ventory, the purchaser assuming liabilities. 


Before 


completion of the transaction, however, it Was dis¬ 


covered that one of the three leases under 
Hancock occupied the premises contained a 


which 

prohi¬ 


bition against transfer and the parties met tbe diffi¬ 
culty by altering the plan originally agreed upon. 
The written agreement of January 11, 1926, which 
embodied the final agreement of the parties and 
pursuant to which the deal was consummate 1, pro¬ 
vided for the sale by W. R. Hancock of all the capi¬ 
tal stock of the Hancock Company to the old. Pugh 
Company at a fixed price, which was paid part in 
cash, part by the transfer of Hancock Company 
notes and accounts receivable to W. R. Hancock 
and A. M. Clay, and part by the assumption of 
liabilities (R. 28-29, 34-39). The purchase price 
paid by the old Pugh Company for the stock was 
$49,784.93 in excess of the net value of the assets 
of the Hancock Company taken over through the 
stock purchase (R. 29). The old Pugh Company 
then transferred its assets to the Hancock Com¬ 
pany, which amended its charter on February 19, 
1926, increasing its capital stock and changing its 
name to the new Pugh Company, which is the peti¬ 
tioner here. The old Pugh Company was there¬ 
upon dissolved and thereafter the petitioner Jssued 
its stock to the old Pugh Company stockholders in 
proportion to their former holdings. 

Thus it is seen that while the old Pugh Com¬ 
pany was primarily interested in obtaining the 
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leases held by the Hancock Company and the 
agreement first reached was for the sale of the 
Hancock Company assets, including leases, to the 
old Pugh Company, such sale was not carried out 
and the leases were not purchased or acquired 
by the old Pugh Company. To avoid any diffi¬ 
culty that might arise because of the restrictions 
in one of the leases against transfer the old 
Pugh Company bought all the stock of the Han¬ 
cock Company instead of buying the assets. Al¬ 
though the;sale as consummated accomplished the 
same ultimate result for the purposes of the old 
Pugh Company as w 7 ould have been accomplished 
had the old Pugh Company purchased the assets 
themselves, the fact remains that it did not pur¬ 
chase the assets but instead bought the stock. The 
nature and effect of the transaction for income-tax 
purposes must be governed by what was actually 
done rather than what might have been done or 
what may have been the design and purpose of the 
participants. United States v. Phellis, 257 U.S. 
156, 172; Wig gin Terminals v. United States, 29 
F. (2d) 576 (Mass.). The substance, as well as the 
form, of the transaction was a purchase of stock 
and not of assets. Indeed a purchase of assets was 
purposely avoided and the stock purchase resorted 
to because of anticipated difficulties attendant 
upon the former. After completion of the sale the 
leases, as vyell as its other assets, remained the 
property of and belonged to the Hancock Com¬ 
pany. The old Pugh Company became the sole 
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stockholder of the Hancock Company, but it did 
not thereby become the owner of or acquire the 
leases of the Hancock Company. As stockholder 
the old Pugh Company had no title or interest in 
the leases as such. Eisner v. Macomber, 252 U.S. 
189, 208; Rhode Island Trust Co . v. Dougliton, 270 
U.S. 69, 81. The leases still were owned apd held 
by the Hancock Company. 

The transfer of the assets of the old Pug^i Com 
pany to the Hancock Company, and the amendment 
of the latter’s charter changing its name ind in¬ 
creasing its stock, in no wise affected the ownership 
of the leases. The old Pugh Company did not 
transfer the leases to the petitioner for it never had 
them. The petitioner is the same corporation for¬ 
merly known as the “Hancock Company” and it 
acquired the leases prior to the purchase of the 
Hancock stock by the old Pugh Company, and con¬ 
tinued to own and hold the leases. The change of 
the corporate name and the increase in capital 
stock did not affect the identity of the corporation. 
It was the same corporation after as before the 
amendment. The same corporation acquired and 
continued to hold the leases. It was that fact which 
prompted the old Pugh Company to purchase the 
stock instead of the assets, for thereby thevi elimi- 
nated any possible objection upon the scorb of a 
transfer of the leases because as carried oht the 
transaction required no transfer of the Jieases. 
Having adopted the plan pursued for the sole pur¬ 
pose of avoiding a transfer of the leases, the peti- 
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tioner should not now be heard to sav that never- 
theless the leases were transferred. 

The petitioner acquired the leases in 1920 when 
it was known as the “Hancock Company" and paid 
nothing for them, being obligated merely to pay the 
stipulated rental (R. 29). Since the leases were ac¬ 
quired by the petitioner subsequent to February 28, 
1913, and at no cost, it follows that no deduction for 
exhaustion or depreciation thereof may be allowed, 
because there is no capital investment, no cost, to be 
replaced or returned, and hence no basis upon which 
to determine any such allowance. As this Court 
said in Symington-Anderson Co. v. Commissioner, 
supra, where a claim for depreciation of a contract 
transferred to a corporation for stock was denied 
(p. 373) : 

The annual deduction, permitted under 
this provision of the act, is based upon the 
cost of the exhaustible assets on the theory 
that the corporation is entitled to set aside 
each year, as exempt from taxation, that por¬ 
tion of the assets used up or exhausted in 
the trade or business during the vear, so that 
at the end of its useful life the aggregate of 
the sums deducted equal the original cost. 

The difficulty in the present case is that the 
contract, assuming it to he such, possessed 
no actual cost value. It represented no 
capital investment. * * * (Italics sup¬ 

plied.) 

The contention of the petitioner that the old 
Pugh Company obtained an interest in the leases, 
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consisting of possession of the premises, wh^ch was 
a depreciable asset and which was transferred to 
petitioner with other assets of the Pugh Company, 
is rather vague and somewhat confusing. As we un¬ 
derstand it the contention is that when the old Pugh 

i 

Company took possession of the Hancock Company 
store and merchandise after the acceptance bn Jan¬ 
uary 9, 1926, of the offer to sell the Hancock Com¬ 
pany assets, the old Pugh Company thereby ac¬ 
quired an exhaustible interest in the leases which 
cost it $49,784.93. The contention, we submit, is 
unsound. As we have shown, the agreement of Jan¬ 
uary 9,1926, was not carried out but was abandoned 
and the final agreement and actual transactibn was 
a sale of stock to the old Pugh Company. No inter¬ 
est, legal or otherwise, in the leases or the pr emises 
was acquired by the old Pugh Company under the 
January 9,1926, agreement. The fact that ihe old 
Pugh Company was permitted to enter upbn the 
Hancock Company premises and prepare its mer¬ 
chandise for sale gave the old Pugh Company no 
title or interest in the leases. The most that can be 
said is that the old Pugh Company was permitted 
to enter upon the premises before the transaction 
under negotiation was finally completed. Such per¬ 
mission or sufferance of the Hancock Company cer¬ 
tainly passed no interest in the leases, no prbperty, 
to the old Pugh Company, and when the transac¬ 
tion was completed it was a sale of stock, by which 
the old Pugh Company acquired no title, legal or 
equitable, to the leases as such. 
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The cases referred to by the petitioner are not in 
point. None of them involved the question whether 
the leases held by the taxpayer had been acquired 
at any cost. Those cases holding that the capital 
costs incurred by a tenant of property under a 
lease from year to year or under a tenancy at will, 
could not be deducted as expense in the year of pay¬ 
ment but should be exhausted over the life of the 
asset where the facts showed that the tenancy would 
and did continue for more than a year, are not ap¬ 
plicable here. Nor do we think that those cases 
holding that deductions mav be allowed for ex- 
haustion of patents and applications therefor and 
of licenses for the use of patents are applicable 
here. Patent applications, patents, and licenses are 
recognized as property, within the meaning of the 
statute, and in the cases referred to by petitioner it 
was merely held that the cost, or March 1, 1913, 
value, as the ease might be, of such property should 
be exhausted over the life of the asset, which in the 
case of the patents and applications is measured 
by the term of the patent and in the case of the 

licenses is measured bv the term of the license. In 

* 

the instant case the only question is when the peti¬ 
tioner acquired the leases and whether they were 
acquired at any cost. 

Whether or not the purchase of petitioner’s 
stock, the amendment of petitioner’s charter on 
February 19, 1926, changing its name and increas¬ 
ing its capital stock, and the transfer of the old 
Pugh Company’s assets to the petitioner consti- 
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tuted a “reorganization” within the meaning of 
the statute (Section 203, Revenue Act of 19^6, c. 27,. 
44 Stat. 9, U.S.C.App., Title 26, Sec. 937j) is not 
material. Assuming that there was a reorganiza¬ 
tion the basis for depreciation in the hands of the 
petitioner of the assets taken over from the old 
Pugh Company would be the same as the pasis to 
the old Pugh Company. Section 204 (a) (7) (8) 
and (c). This rule, however, can avail the peti¬ 
tioner nothing in this case. As we have shbwn the 
old Pugh Company never acquired the leases in 
question or any interest therein and, accordingly, 
could not have transferred them to the petitioner. 
The leases were acquired by the petitioner prior to 
the change of its name from the Hancock Dry 
Goods Company and have been held contiguously 

bv it. 

•/ 

Inasmuch as the petitioner acquired the leases in 
question after February 28, 1913, and at no cost to 
it, there is no basis for the allowance of anv deduc- 
tion for exhaustion or depreciation of the leases. 

CONCLUSION 

i 

The decision of the Board of Tax Appeals is cor¬ 
rect and should be affirmed. 

Respectfully submitted. 

Sew all Key, 

John MacC. Hudson, 
Special Assistants to the Attorney General . 

October 1933. 



APPENDIX 

Statutes and Regulatons Involved 

REVENUE ACT OF 1926, C. 27, 44 STAT. 9 

Sec. 204. i (a) The basis for determining the 
gain or loss from the sale or other disposition of 
property acquired after February 28, 1913, shall 

be the cost of such property; * * *. 

***** 

(c) The basis upon which depletion, exhaustion, 

wear and tear, and obsolescence are to be allowed 

in respect of any property shall be the same as is 

provided in subdivision (a) or (b) for the purpose 

of determining the gain or loss upon the sale or 

other disposition of such property; * * *. 

(U.S.C.App., Title 26, Sec. 935.) 

Sec. 234. (a) In computing the net income of a 

corporation subject to the tax imposed by section 

230. there shall be allowed as deductions: 

***** 

(7) A reasonable allowance for the exhaustion, 
wear and tear of property used in the trade of busi¬ 
ness, including a reasonable allowance for obso¬ 
lescence: * * *. (U.S.C.App., Title 26, Sec. 
986.) 

REVENUE ACT OF 192S, C. S52, 45 STAT. 791 

Sec. 23. Deductions From Gross Income. 

In computing net income there shall be allowed 
as deductions: 

***** 


( 18 ) 
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(k) Depreciation .—A reasonable allowance for 
the exhaustion, wear and tear of property used in 
the trade or business, including a reasonable allow¬ 
ance for obsolescence. * * * 

Sec. 113. Basis for Determining Gain or Loss: 
(a) Property acquired after February 28,1913 .— 
The basis for determining the gain or loss from 
the sale or other disposition of property Required 
after February 28, 1913, shall be the cost of such 
property; * * *. 

Sec. 114. Basis for Depreciation and Depletion : 
(a) Basis for depreciation. —The basis upon 
which exhaustion, w*ear and tear, and obsolescence 
are to be allowed in respect of any property shall 
be the same as is provided in section 113 for the 
purpose of determining the gain or loss ujpon the 
sale or other disj:>osition of such property. 

TREASURY REGULATIONS 69 

Art. 161. Depreciation. — A reasonable allow¬ 
ance for the exhaustion, wear and tear, and obsoles¬ 
cence of property used in the trade or business may 
be deducted from gross income. For convenience 
such an allowance will usually be referred to as de¬ 
preciation, excluding from the term any idka of a 
mere reduction in market value not resulting from 
exhaustion, wear and tear, or obsolescence. The 
proper allowance for such depreciation any 
property used in the trade or business is that 
amount which should be set aside for the tiaxable 
year in accordance with a reasonably consistent 
plan (not necessarily at a uniform rate), wpereby 
the aggregate of the amount so set aside, plus the 
salvage value, will, at the end of the useful life of 
the property in the business, equal the basis I of the 
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property determined in accordance with section 
204 and articles 1591-1603. * * * 

Art. 164. Capital sum recoverable through de¬ 
preciation allowances. —The capital sum to be re¬ 
placed by depreciation allowances is the cost or 
other basis of the property in respect of which the 
allowance is made. (See article 1602.) * * * 

TREASURY REGULATIONS 74 

Art. 201. Depreciation. — A reasonable allow¬ 
ance for the exhaustion, wear and tear, and obso¬ 
lescence of property used in the trade or business 
may be deducted from gross income. For conveni¬ 
ence, such an allowance will usually be referred to 

7 V 

as depreciation, excluding from the term any idea 
of a mere reduction in market value not resulting 
from exhaustion, wear and tear, or obsolescence. 
The proper allowance for such depreciation of any 
property used in the trade or business is that 
amount which should be set aside for the taxable 
year in accordance with a reasonably consistent 
plan (not necessarily at a uniform rate), whereby 
the aggregate of the amounts so set aside, plus the 
salvage value, will, at the end of the useful life of 
the property in the business, equal the basis of the 
property determined in accordance with section 
113 and articles 591-604. * * * 

Art. 204. Capital sum recoverable through de¬ 
preciation allowances .—The capital sum to be re¬ 
placed by depreciation allowances is the cost or 
other basis of the property in respect of which the 
allowance is made. * * * 
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